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BRIEF FOR APPELLANT 
Statement of the Case 

j 

This is an appeal, taken on March 23, 1928, 
from a decision in this cause by the majority of 
the Board of Tax Appeals entered on October 10, 
1927, from which decision six members of the 
Board dissented. The parties have stipulated that 
said decision may be reviewed by this Court in 
accordance with the provisions of Section 1002(d) 
of the Revenue Act of 1926 (R. 31). 

i 

The appellee, respondent below, mailed to the 
appellant, on August 19, 1925, a final notice of a 
deficiency in income and profits taxes for the cal¬ 
endar year 1919 in the amount of $59,049.33 (R. 
10). On October 17, 1925, the appellant filed its 
petition with the Board below requesting a redte- 
termination of said deficiency (R. 2-11). After 
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joinder of issue and hearing duly had on January 
19, 1927, the Board, on October 7, 1927, promul¬ 
gated its Findings of Fact and Opinions therein, 
as follows: 


“Findings of Fact 

“The petitioner is a corporation organ¬ 
ized and existing under the laws of the 
State of New York, with its principal place 
of business at 725 Broadway, in the City 
of New York. Its business is that of buy¬ 
ing and selling woolen, silk, and cotton 
goods. 

“Samuel Naitove, petitioner’s president, 
was general executive in charge of the busi¬ 
ness, and during the year 1919 he owned 85 
per cent of the outstanding capital stock. 
The remaining 15 per cent of the outstand¬ 
ing capital stock was owned by Herbert H. 
Rabiner, a member of the Board of Direc¬ 
tors. 

“Petitioner had five employees who held 
important positions and who constituted the 
entire staff of the business for the purpose 
of buying and selling. One of these em¬ 
ployees did all of the buying in his depart¬ 
ment, another assisted the president of the 
company in buying in the department over 
which the president gave personal super¬ 
vision, two others were efficient salesmen, 
and another handled all of the credit 
matters. 

“These employees were dissatisfied with 
the compensation being paid to them by the 
petitioner, and they informed the petition¬ 
er’s president that they were contemplating 
going into business for themselves. In 
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j 

order that those employees would remain 
with the petitioner an agreement wasj en¬ 
tered into between the petitioner and j the 
employees, by which agreement they would, 
under certain conditions, participate in the 
profits of the business. This agreement 
was expressed in a resolution passed by the 
Board of Directors of the petitioner; on 
February 10, 1919, as follows: j 

“ ‘Resolved: That additional compen- 
tion for the year 1919 be paid to the fol¬ 
lowing officers and employees of the com¬ 
pany in accordance with the practice of 
the company on the following basis: j 

“ ‘Mr. Moe Naitove, 10 per cent of the 
net profits for the year 1919; Mr. Nat 
Naitove, 10 per cent of the net profits for 
the year 1919; Mr. Jack Naitove, 10 per 
cent of the net profits for the year 19jL9; 
Mr. Moe Turman, 5 per cent of the net 
profits for the year 1919; Mr. George 
Naitove, 5 per cent of the net profits for 
the year 1919. 

“ ‘Provided, however, that any and all 
sums to which the aoove-named officers 
and employees may become entitled under 
the terms of this resolution shall remain 
in the business at the risk of the business 
for a period of five years, and that prior 
to the expiration of such period said offi¬ 
cers and employees shall be entitled! to 
demand and receive payment of the sums 
to which they may become entitled only 
to the extent that drawings against sfich 
sum may be authorized by the president 
of the company, it being the intention of 
this resolution that any and all contin¬ 
gent compensation to which said officers 
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and employees may become entitled un¬ 
der the terms of this resolution, be at the 
risk of the business in the sense that it 
shall be subject to pro rata deductions in 
the event that losses are incurred by the 
business during the period within which 
such sums are to remain at the risk of the 
business; and provided, further, that no 
officer or employee shall at any time be 
entitled to withdraw any sums credited 
to him under the terms of this resolu¬ 
tion, except as hereinabove provided, un¬ 
less he shall remain in the employ of 
S. Naitove & Co., Inc., during the entire 
period during which the credits men¬ 
tioned are to remain at the risk of the 
business, and in the event of the dis¬ 
charge of any such officer or employee or 
withdrawal during such period, all right, 
title or interest of such officer or em¬ 
ployee in or to any sums credited to said 
officer or employee under the terms of 
this resolution shall revert to this cor¬ 
poration.’ 

4 4 The petitioner kept its books of account 
on an accrual basis of accounting and pur¬ 
suant to the above-quoted resolution the 
following entry was made in closing the 
petitioner’s books as of December 31, 1919, 
which entry was correctly computed: 

Charge, selling and commis¬ 
sion $116,548.44 


Credit Moe Naitove $29,137.11 

Nat Naitove 29,137.11 

Jack Naitove 29,137.11 

George Naitove 14,568.56 

Moe Turman 14,568.55 
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additional compensation as per agree¬ 
ment. 

“The compensation provided for in the 
above-quoted resolution and which was ac¬ 
crued on petitioner’s books, was reason¬ 
able for the services rendered by those em¬ 
ployees in the year 1919. 

“In the year 1920, a resolution, similar 
to that of February 10, 1919, w T as passed 
by the petitioner’s Board of Directors, 
continuing the compensation for services 
rendered in 1920 on the same basis as au¬ 
thorized for services rendered in the year 
1919. | 

“In the year 1920, the petitioner suffered 
a loss of approximately $90,000, and pursu¬ 
ant to the terms of the above-quoted reso¬ 
lution there was entered on the petitioner’s 
books as of December 31, 1920, the follow¬ 
ing accruals: 


Charge Moe Naitove 10% $10,441.42 

Nat Naitove 10% 10,441.42 

Jack Naitove 10% 10,441.42 

George Naitove, 5% 5,220.71 

Moe Turman, 5% 5,220.71 

l 


Credit surplus account $41,765.68 

‘ 4 This entry gave effect to the participa¬ 
tion by the five employees in the petition¬ 
er’s losses for the year 1920. 

“Upon audit of the petitioner’s return 
for the year 1919, the Commissioner dis¬ 
allowed as a deduction from gross income 
the amount of $116,548.44 accrued as addi¬ 
tional compensation to employees for that 
year. 


i 

i 


i 

l 
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Majority Opinion 

“Love: The first question presented for 
our consideration is whether the amount of 
$116,548.88 accrued on the petitioner’s 
books on December 31, 1919, as additional 
compensation under the above-quoted reso¬ 
lution, constitutes an allowable deduction 
from gross income for the year 1919. 

“The petitioner urges that to deny the 
deduction claimed and accrued on its books 
at the close of the year 1919, would not 
only be a reversal of the decision of the 
Board in the Appeal of Block & Kohner 
Mercantile Co., 4 B. T. A. 673, but would be 
equivalent to holding that contingencies 
which may arise would abrogate a closed 
transaction. 

“We are of the opinion that the facts in 
the instant appeal do not bring it within 
the purview of the Board’s decision in the 
Appeal of Block & Kohner Mercantile Co., 
supra. In that appeal the petitioner en¬ 
tered into an agreement with one Wein- 
bach, whereby, in consideration of the mu¬ 
tual covenants therein, Weinbach was to 
work for the petitioner on a regular 
monthly salary and in addition thereto he. 
was to receive one-third of the net profits 
earned by the petitioner and he w~as also 
to share any of the petitioner’s losses. The 
contract was for three vears unless termi- 

mt 

nated by consent or notice as provided 
therein, or by TTeinbach’s death, at which 
time the right to share in the net profits 
terminated. In holding that the amount 
accrued to Weinbach as of December 31, 
1919, constituted a liability against the peti¬ 
tioner in the accrued amount, subject only 
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to be defeated by subsequent losses, the 
Board stated: 

“ ‘The petitioner is entitled to this de¬ 
duction on the ground that the one-tbird 
share of its profits was at the end of |the 
year definitely committed to Weinbhch, 
subject only to be defeated by a subse¬ 
quent net loss, over which the petitioner 
had no control. * * * j 

“ ‘Weinbach had no right to have part 
of the profits impounded or intrusted. He 
merely had a cause of action in contract 
the damages of which would be measured 
by the percentage of profits. This is! an 
accrual deduction. 

“ ‘It is said that the liability is not de¬ 
termined until the end of the contract 
period, which, so far as payment is Con¬ 
cerned, is true. Weinbach could not have 
sued to recover. But this is too rigid a 
test. As a reasonably prudent person 
the petitioner w^as committed not to im¬ 
pair the percentage. It was only b^ a 
business loss which the petitioner wo^ild 
not reasonably be supposed to bring 
about voluntarily that the amount could 
be impaired and since a subsequent loss 
would not be taxable, the petitioner here 
would be in no better tax position in any 
event . 1 

“The Board’s decision is predicated:on 
the fact that the liability for the one-third 
share of its profits to Weinbach had defi¬ 
nitely accrued as of December 31, 1919. | 

“Examining the agreement between jhe 
petitioner herein and the employees, as em¬ 
bodied in the above-quoted resolution,! it 
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will be noted that it contains a provision 
to the effect that the employees shall share 
in the losses of the business. This pro¬ 
vision is the only one in common with the 
contract between Weinbaeh and the peti¬ 
tioner as set out in the Appeal of Block & 
Kohner Mercantile Co., supra. However, 
in addition to this provision, the above- 
quoted resolution provides that the employ¬ 
ees are not entitled to withdraw, except as 
provided therein, any of the contingent 
compensation unless they shall remain with 
the petitioner for five years, and it is 
further provided that in the event of the 
discharge or withdrawal of any employee, 
all right, title and interest in any of the 
contingent additional compensation shall 
revert to the petitioner. 

4 ‘By reason of the language employed 
in the resolution and from the conditions 
contained therein, the petitioner incurred 
no liability to the employees on December 
31, 1919, by accruing on its books the con¬ 
tingent additional compensation pursuant 
to the resolution. There wras no absolute 
liability on the part of the petitioner for 
any part of the contingent compensation 
until after the expiration of five years. The 
accrual on December 31, 1919, w r as merely 
a memorandum entry for the purpose of ul¬ 
timately determining the liability, if any. 
The condition in the resolution to the effect 
that no employee shall at any time be en¬ 
titled to withdraw anv sums credited to him 

•» 

under the terms of the resolution unless he 
shall remain for five years in the employ of 
the petitioner, is clearly a condition pre¬ 
cedent to the accrual of anv liabilitv. 

— » 


“A condition precedent is defined in 
Corpus Juris , Volume 13, page 564, as fol¬ 
lows: 

I 

“ ‘Conditions Precedent.—A condition 
precedent in the law of contracts either 
may be a condition which must be per¬ 
formed before the agreement of the par¬ 
ties shall become a binding contract, or it 
mav be a condition which must be ful- 
filled before the duty to perform an exist¬ 
ing contract arises, and in this case mav 
consist in performance of his promise by 
one of the parties or the happening of 
some other stipulated contingency. The 
question of whether stipulations in a con¬ 
tract constitute conditions precedent is 
one of construction dependent on the! in¬ 
tent of the parties to be gathered from 
the words they have employed and* in 
case of ambiguity, after resort to the 
other permissible aids to interpretation. 

* # # 9 

“Looking again to the above-quoted reso¬ 
lution, we note that the additional com¬ 
pensation which the petitioner seeks to de¬ 
duct was termed ‘contingent compensa¬ 
tion. 9 Upon what was it contingent? The 
answer is obvious. Each of the employees 
named in the resolution must remain in the 
employ of the petitioner for five years. But, 
any one or all of them might be discharged, 
or might resign or might die within the 
period of five years. In such case, liability 
on the part of the petitioner did not $nd 
would not accrue. The resolution expressed 
a contract in form but it was not to become 
operative as a contract until the happening 
of the contingency. 
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“In further support of its contention 
that it is entitled to the deduction of $116,- 
548.88 from gross income for the year 1919, 
on account of the additional compensation 
accrued on its books as of December 31, 
1919, the petitioner cites the case of Ameri¬ 
can National Company, Receiver of the B. 
F. Collins Investment Company, v. U. S., 
decided by the Supreme Court, April 11, 
1927, and urges that the decision therein 
concludes the issue in this appeal. We are 
of the opinion, however, that the cases are 
distinguishable. 

“In the case cited by the petitioner, the 
Supreme Court stated the facts to be as 
follows: 

! “ ‘The findings of fact show that the 
company, an Oklahoma corporation, had 
been engaged since 1908 in the business 
of making loans secured by mortgages 
upon real estate, which it negotiated and 
sold to investors. Under its usual course 
of business, the borrower, upon the mak¬ 
ing of a loan, executed to the order of the 
company his note for the amount loaned, 
due in five years, with interest at five per 
cent per annum, payable semi-annually 
with the privilege of paying $100 or any 
multiple thereof on the principal, on or 
after two years, at the maturity of any 
interest payment. At the same time the 
borrower, executed to the company an¬ 
other note, due in two vears without in- 
terest, for ten per cent of the total 
amount of the loan, as the company’s 
commission or compensation for making 
and negotiating the loan. From these 
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commission notes the company derived 
its income. 

44 ‘At first the company negotiated and 
sold the loan notes to investors entirely 
through brokers or agents to whom it 
paid fees or commissions. But from and 
after 1916, it sold many of those nbtes 
direct to investors; and being thus re¬ 
lieved from payment of those fees or 
commissions, and as an inducement to in¬ 
vestors to purchase from it direct, agreed 
to pay them bonuses upon the notes as 
added consideration for the purchase, 
this being evidenced by a contract styled 
a ‘guarantee,’ which the company gave 
the investor, agreeing to pay him during 
the life of the loan, according to the 
terms of the note, one per cent per an¬ 
num of its amount, in addition to the 
five per cent per annum that the bor¬ 
rower was to pay. 

“ ‘The company consistently kept; its 
books of account from year to year! on 
the accrual basis. Under the practice 
followed from the inception of its bohus 
method of doing business, whenever a 
loan note was sold it charged on! its 
books, as an expense incurred in the sale, 
the aggregate amount of the payments 
called for in the bonus contract, com¬ 
puted at one per cent per annum to the 
maturity of the note, and credited |the 
investor on its books with a like amojunt 
in a subsidiary bills payable ledger. The 
total amount of this liability on the 
bonus contracts was carried on its gen¬ 
eral ledger under a control account cabled 
the Guarantee Fund Account. 

i 

i 

j 

i 
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“ ‘In the year 1917, in accordance 
with this practice, the company accrued 
and set up on its books as a liability and 
charged to expense, the aggregate 
amount of the payments called for in the 
bonus contracts given investors during 
that year, and it made its tax return for 
that year upon the basis upon which the 
accounts were kept, claiming as an ex¬ 
pense the aggregate amount of these 
bonus contracts, as set up on its books. 
And as admitted in argument, although 
not shown specifically by the findings on 
fact, it also entered on its books and re¬ 
turned as income received during the 
year, the aggregate amount of the com¬ 
mission notes given by borrowers when 
it made the loans. 

“ ‘Furthermore, under the company’s 
practice, if any loan note was paid by the 
borrower before maturity, the difference 
between the amount of the bonus con¬ 
tract credited to the investor’s account 
and the payments that had been made on 
the contract, w^as credited back to profit 
and loss, and treated as income of the 
company for the year in which the note 
was paid. 

“ ‘The Commissioner of Internal Rev¬ 
enue disallowed the claim of the com¬ 
pany for the deduction of the total 
amount of the bonus contracts issued in 
1917, and allowed the deduction only to 
the extent of the installments called for 
bv such contracts wdiich matured in 1917, 
and in accordance wfith this ruling made 
the additional assessment which is here 
involved. ’ 
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“In holding that the company was i en¬ 
titled to the deduction of the aggregate 
amount of the bonus contracts issued in 
1917, the Supreme Court, in part, stated: 

“ ‘So, in the present case, we ttyink 
that the amount of the bonus contracts 
was an expense incurred and properly 
attributable to the company's process of 
earning income during the year 1917. 
These contracts were not analogous to 
obligations to pay interest on money bor¬ 
rowed, but were expenses incurred in 
selling the loan notes in as real a sense 
as if under its original system of doing 
business the company had paid these 
amounts to brokers as fees for selling 
the loans or given the notes for such 
fees. The company's net income for the 
year could not have been rightly deter¬ 
mined without deducting from the gross 
income, represented by the commission 
notes, the obligations w’hich it incurred 
under the bonus contracts, and would 
not have been accurately shown by keep¬ 
ing its books or making its return on the 
basis of actual receipts and disburse¬ 
ments. The method which it adopted 
clearly reflected the true income. And 
just as the aggregate amount of the com¬ 
mission notes wras properly included in 
its gross income for the year, although 
not due and payable until the expiration 
of two years, so, under the doctrine of 
the Anderson case, the total amount of 
the bonus contracts wns deductible ad an 
expense incurred within the year, j al¬ 
though it did not “accrue” in that year 
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in the sense of becoming then due and 

payable.’ 

“It becomes apparent, therefore, from 
an examination of the above statement, 
that the Supreme Court considered the lia¬ 
bility on account of the bonus contracts to 
have become fixed in 1917. To be sure, lia¬ 
bility for further payment on account of a 
bonus note might be defeated by the pay¬ 
ment of the loan note at the expiration of 
two years as provided in that note. But in 
all events, at the time of giving the bonus 
notes in 1917, there was a fixed and definite 
liability on the part of the company, sub¬ 
ject to defeasance only by the subsequent 
action of the borrower. 

“In the instant appeal, as above stated, 
we are of the opinion that on December 31, 
1919, there was no fixed liability on the 
part of the petitioner to pay any amount 
on account of the contingent additional 
compensation. The liability, if any, on the 
part of the petitioner depended entirely 
upon the happening of a specified contin¬ 
gency, namely, that each employee must re¬ 
main in the employ of the petitioner for 
five years. We think that during the five 
years provided in the resolution of Febru¬ 
ary 10, 1919, there was an incohate or po¬ 
tential liability on the part of the petition¬ 
er, which at the expiration of that period 
became a fixed and definite liability for the 
payment of some amount of money to those 
employees named in the resolution who 
have been during the entire period in the 
petitioner’s employ, provided, of course, 
that during the same period petitioner’s 
business had been profitable. 
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“We, therefore, approve the action of 
the respondent in disallowing the deduc¬ 
tion of $116,548.88 from gross income for 
the year 1919 on account of additional com¬ 
pensation accrued on petitioner’s books as 
of December 31, 1919. 

“The petitioner alleges that the respon¬ 
dent erred in failing to compute its profits 
tax for 1919 under the provisions of Sec¬ 
tion 328 of the Revenue Act of 1918. It has 
not, however, presented any evidence show¬ 
ing abnormality of income or invested capi¬ 
tal or that any other conditions prescribed 
in section 327 existed. The action of] the 
respondent in regard thereto is approved. 
Appeal of Edward Rose Company, 2 B. T. 
A. 341. 

i 

i 

I 

‘ ‘ Reviewed by the Board. 

“Judgment will be entered for the re¬ 
spondent. 

i 

“Sternhagen, Milliken, Van Fossan and 
Murdock dissent. 

j 

Dissenting Opinion 

“Phillips, dissenting: I am of the opin¬ 
ion that the deduction claimed is allowable 
under the decisions of the Supreme Court 
in United States v. Anderson, 269 U. S. 422, 
and American National Co. v. United, 
States, 6 Am. Fed. Tax Rep. 6747; 47 S. Ct. 
520. I am further impelled to this conclu¬ 
sion by my opinion that if the amount 
claimed (which is admittedly an ordinary 
and necessary expense of the business and 
deductible in some year as such) is ever to 

i 

i 

i 

i 

i 

i 

i 


! 
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be allowed, it must be as an expense of con¬ 
ducting the business for the year in ques¬ 
tion. 

“It seems that at the end of the year the 
employees had done everything required of 
them to earn the compensation in question. 
Subject to certain contingencies under 
which these employees might lose the right 
to demand payment, the petitioner was ob¬ 
ligated to the employees for the amount in 
question. The contingencies affected the 
payment, not the accrual of the liability; 
as to payment, these contingencies may be 
conditions precedent, but in my opinion the 
liability accrued in the taxable year subject 
only to certain conditions subsequent under 
which it might be wiped out. 

“I appreciate that difficulties are in¬ 
volved in the acceptance of this view in de¬ 
termining the course to be followed in com¬ 
puting income for subsequent years should 
this liabilitv be cancelled in such subse- 
quent years by losses of the business or 
termination of the employment. The agree¬ 
ment of the employees that this compensa¬ 
tion should be subject to diminution by sub¬ 
sequent losses may properly be treated as a 
sharing of such losses of the petitioner by 
the employees, and to the extent that such 
losses are borne by the employees, the peti¬ 
tioner is compensated and to that extent 
does not sustain the full loss of such subse¬ 
quent year. 

“The effect upon income of a discharge 
or withdrawal of the employees within five 
years is not so clear. Whether income 
would be realized from an act bv which the 
amount theretofore earned bv the em- 
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ployee was to ‘revert to this corporation’ 
(to use the words of the resolution) is not 
before us. It appears, however, that in 
American National Co. v. United, States, 
supra, the court allowed a deduction for the 
full amount contracted to be paid o^er a 
period of years, although it appeared that 
such amount might be reduced prior tp the 
date of payment. In that case the taxpayer 
had treated the amount of his reduced lia¬ 
bility as income in the year of such reduc¬ 
tion. While the court does not comment 
on this situation, it does state that! the 
method which was adopted clearly reflected 
the true income, thereby implying that a 
change in the liability must, by reason of 
the method of accounting followed by the 
taxpayer, be accounted for as income. 

“In the case before us it will scarcely be 
contended that the financial condition o|f the 
petitioner could have been reflected without 
showing the liability to its employees! and 
in my opinion its true net income foif the 
year could not be computed without allow¬ 
ing the deduction claimed. For these rea¬ 
sons I dissent from the conclusion reached. 

i 

“Morris concurs in the dissenting opin¬ 
ion.” 

Thereafter, on October 10, 1927, the Board en¬ 
tered its final order and decision in accordance 
with the majority opinion, approving the defici¬ 
ency determined by the appellee in the amount of 
$59,049.33 as aforesaid (R. 30). From this! de¬ 
cision the petitioner appealed (R. 32). 


i 
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Assignment of Errors 

This appellant, for its assignment of errors, 
says the Board in issuing said majority opinion 
and in entering said order and decision erred, as 
follows: 

1. The U. S. Board of Tax Appeals erred in 
holding that the amount of $116,548.44 was not a 
proper deduction from gross income in computing 
its taxable net income for the calendar year 1919. 

2. The U. S. Board of Tax Appeals erred in 
holding that the compensation for employees ac¬ 
crued on the books of the petitioner in the amount 
of $116,548.44 was not an ordinary and necessary 
expense of the business and deductible from gross 
income in the calendar year 1919 when this ex¬ 
pense was incurred to produce the income of that 
year. 

3. The decision and order of final redetermina¬ 
tion of the U. S. Board of Tax Appeals is not sup¬ 
ported by the facts as found by said Board. 

4. The U. S. Board of Tax Appeals erred in 
entering its order and judgment approving the 
deficiency in tax for the calendar year 1919 in the 
amount of $59,049.33 as found by the respondent 
in the disallowance of the said accrued compen¬ 
sation of $116,548.44. 
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Argument 

i 

1. A statement of the question involved. 

| 

The question upon which the members of the 
Board of Tax Appeals divided in this case,; and 
the question presented to this Court for review, is 
purely a question of the construction of the stat¬ 
ute. The minority members of the Board ac¬ 
cepted without dispute the findings of fact made 
by the majority of the Board, and the appellant 
corporation raises no question as to such findings. 

The findings of fact made by the Board, upon 
which this Court must determine the question 
here under consideration, establish that the ap¬ 
pellant corporation had five employees who held 
important positions and who constituted the entire 
staff of the business for the purpose of buying and 
selling. These employees were dissatisfied with 
the compensation being paid to them by the ap¬ 
pellant and they informed the appellant’s presi¬ 
dent that they were contemplating going j into 
business for themselves. In order that those em¬ 
ployees would remain with the appellant an agree¬ 
ment was entered into, by which agreement they 
would participate in the profits of the business. 
This agreement was expressed in a resolution 
passed by the Board of Directors of the petitioner 
on February 10,1919, which provided that the five 
employees would receive as additional compensa¬ 
tion for the year 1919 certain percentages of the 
net profits of the business for that year amount¬ 
ing, in the aggregate, to 40 per cent of the net 
profits of the business. The agreement provided, 
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however, that such sums as the employees became 
entitled to under the terms of this resolution 
“shall remain in the business at the risk of the 
business for a period of five years, and that prior 
to the expiration of said period said officers and 
employees shall be entitled to demand and receive 
payments of the sums to which they may become 
entitled only to the extent that drawings against 
such sum may be authorized by the president of 
the company.’’ It was further provided that such 
sum, during the five-year period, should “be at the 
risk of the business in the sense that it shall be 
subject to pro rata deductions in the event that 
losses are incurred by the business during the 
period within which such sums are to remain at 
the risk of the business,” and that such employees 
should remain in the employ of the company for a 
period of five years. 

The findings of fact also establish that the ap¬ 
pellant corporation kept its books of account on 
the so-called accrual basis of accounting, and, 
pursuant to the resolution above mentioned, ac¬ 
crued on its books as of December 31, 1919, a cor¬ 
rectly computed entry which charged as an ex¬ 
pense to selling and commissions the amount of 
$116,548.44 and credited to each of the five em¬ 
ployees the respective amounts due them aggre¬ 
gating this sum. 

The Board further expressly found what would 
seem to negative the possibility that the compen¬ 
sation to employees here in question should be 
treated as other than a proper deduction: 

“The compensation provided for in the 
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above-quoted resolution and which was ac¬ 
crued on petitioner’s books, was reason¬ 
able for the services rendered by thos^ em¬ 
ployees in the year 1919.” 

In spite of these clear findings of fact, when it 
came to the question of the deductibility of this 
amount as a 1919 business expense, in determining 
the taxable income of the appellant corporation 
for the year 1919, the Board below vras widely 
divided. Four members dissented without Opin¬ 
ion. A fifth wrote a dissenting opinion in which 
a sixth member concurred. 

i 

i 

The majority opinion of the Board, although 
starting with the premise that the compensation 
in question was reasonable compensation for 
services actually rendered by employees ini the 
year 1919, and that such compensation was actu¬ 
ally accrued on the books of the appellant cor¬ 
poration for the year 1919, nevertheless holds 
that the technical liability therefor did not accrue 
in 1919 and that the amount was not deductible in 
that year. Mr. Love, writing the majority opin¬ 
ion, states: 

“There was no absolute liability or^ the 
part of the petitioner for any part of the 
contingent compensation until after j the 
expiration of five years.” 

i 

J 

It should be noted that the majority do j not 
question that this item of reasonable compensation 
for services is, in its inherent nature, an allow¬ 
able deduction from gross income. That is con¬ 
ceded. The question the majority opinion appar¬ 
ently raises is whether the deduction was pfop- 
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erly taken in the year 1919, when the appellant 
corporation actually accrued it on its books, or in 
some later vear. 

It appears, however, that if the deduction can¬ 
not be taken as an expense for 1919, when the 
services were actually rendered and the compen¬ 
sation actually accrued on the books of the cor¬ 
poration, it cannot be taken in any later year. 
Mr. Phillips states, in the dissenting opinion: 

/,'/ “I am further impelled to this conclu- 
' f sion by my opinion that if the amount 
claimed (which is admittedly an ordinary 
and necessary expense of the business and 
deductible in some year as such) is ever to 
be allowed, it must be as an expense of con- 
v ducting the business for the year in ques- 



This statement of the dissenting opinion finds 
ample support in the decisions of the Board. 

Thus in Appeal of Wall £ Ochs, Iwc., Docket 
No. 38f)7, 4 B. T. A. 1093, it was held that, al¬ 
though the Commissioner had disallowed salaries 
accrued to officers in 1917, on the theory that they 
were paid in 1918, the corporation could not de¬ 
duct them as an expense in 1918. 

So, also, in Appeal of Theodore A. Kohn & Son, 
Docket No. 5364, 3 B. T. A. 1075, the Board held 
that a taxpayer, on the accrual basis, could not 
deduct in 1920 salaries paid in that year, but for 
services rendered in prior years. 

So, also, in McCabe Lathe & Machinery Co. v. 
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Cqmmissioner , Docket No. 3072, 9 B. T. A. |1137, 
the Board held that a taxpayer, on an accrual 
basis, could not deduct in 1919 a payment made 
to an employee in that year, representing addi¬ 
tional compensation for services rendered in! 1918 
and based on profits for that year, even though 
the taxpayer disputed the claim when asserted in 
1918 and paid it in 1919 only after a suit was 
brought by the employee. 

! 

See also McDonald Lumber Co. v. CorHmis- 
sioner, Docket No. 5153, 5 B. T. A. 731 and Ap¬ 
peal of Green Oil Soap Co Docket No. 3q74, 3 
B. T. A. 467. 

i 

i 

i 

j 

2. Erroneous basis upon which the opinion of the 
majority of the Board proceeded. 

The majority opinion of the Board states^ that 
by reason of the language employed in the resolu¬ 
tion providing for the compensation and the con¬ 
ditions contained therein, the petitioner incurred 
no liability to its employees therefor, as of De¬ 
cember 31,1919. This ruling was based primarily 
on the reasoning that the condition contained in 
the resolution that “no employee shall at anytime 
be entitled to withdraw any sums credited 1 6 him 
under the terms of the resolution unless he shall 

remain for five years in the employ of the peti- 

1 

tioner is clearly a condition precedent to the ac¬ 
crual of any liability. ?? (This statement that no 
employee “shall at any time” be entitled to With¬ 
draw any of such sums is not supported by the 
facts as found by the Board. The resolution set 
forth in its finding specifically provided that with¬ 
drawal of such sums could be made “to the ex- 


i 
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tent that drawings against such sums may be au¬ 
thorized by the president of the company.’’) 

The Board as its authority for the above hold¬ 
ing, quoted the definition of “conditions prece¬ 
dent” contained in Corpus Juris , Volume 13, page 
564, as follows: 

“Conditions precedent.—A condition 
precedent in the law of contracts either 
may be a condition which must be per¬ 
formed before the agreement of the parties 
shall become a binding contract, or it may 
be a condition which must be fulfilled before 
the duty to perform an existing contract 
arises, and in this case may consist in per¬ 
formance of his promise by one of the par¬ 
ties or the happening of some other stipu¬ 
lated contingency. The question of whether 
stipulations in a contract constitute condi¬ 
tions precedent is one of construction de¬ 
pendent on the intent of the parties to be 
gathered from the words they have em¬ 
ployed and, in case of ambiguity, after re¬ 
sort to the other permissible aids to inter¬ 
pretation. * * *” 

Concerning this, the majority opinion says: 

“Looking again to the above-quoted reso¬ 
lution, we note that the additional compen¬ 
sation which the petitioner seeks to deduct 
was termed ‘contingent compensation.’ 
Upon what was it contingent? The answer 
is obvious. Each of the employees named 
in the resolution must remain in the employ 
of the petitioner for five years.” 

Here, again, we feel that the majority of the 
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Board has erred. It is true that in the resolution 
itself the petitioner called the compensation “con¬ 
tingent compensation,’’ but the contingency re¬ 
ferred to was not that assumed in the majority 
opinion: viz., that the employees should remain 
in the employ of the company for five years, A 
careful analysis of the resolution indicates that 
the contingency referred to in the phrase quoted 
above was the making of profits in the year 1919 
by the corporation. If the corporation made no 
profits in 1919, the employees would not have been 
entitled to a penny for compensation, no matter 
how long they remained in its employ. Length of 
employment was not the contingency which gave 
them the right to such compensation, or, converse¬ 
ly stated, this was not the contingency which 
brought into existence the liability of the appellant 
for such compensation. The contingency which 
determined the right and brought into existence 
the liability was the making of profits by the cor¬ 
poration! during the year, of which 40 per cent of 
the total, as and when made, became the property 
of the employees. 

As stated in the definition, quoted with the ap¬ 
proval of the Board: “The question of whether 
stipulations in a contract constitute conditions 
precedent is one of construction dependent on the 

i 

intent of the parties to be gathered from the 
words they have employed * * The major¬ 
ity opinion looks at the one phrase “contingent 
compensation,” and rather hastily assumes that 
the contingency referred to is not one which is 
concluded during the year 1919, but continues ;as 
a contingency for the five-year period. The ma¬ 
jority opinion then bases its entire conclusion 
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upon that erroneous construction of an isolated 
term. It totally ignores the balance of the con¬ 
tract. Thus, even in the sentence which contains 
the conditions referred to, it is stated: 

“Provided, however, that any and all 
sums to which the above-named officers and 
employees may become entitled under the 
terms of this resolution shall remain in the 
business at the risk of the business for a 
period of five years.’’ (Italics ours.) 

There could be no more definite admission of a 
liability. The resolution itself definitely states 
that the employees “become entitled” to the com¬ 
pensation when the profits are made, that is within 
the year 1919. In fact, when we read closely the 
sentence of the resolution which contains the con¬ 
ditions, we find that it contains the words “may 
become entitled” or “shall be entitled” four sep¬ 
arate times in speaking of the compensation as 
accruing to the employees during the business 
vear 1919. 

The resolution further states that “in the event 
of the discharge of any such officer or employee or 
withdrawal during such period, all right, title or 
interest of such officer or employee in or to any 
sums credited to said officer or employee un¬ 
der the terms of this resolution shall revert to 
this corporation.” The words “right, title and 
interest of such officer or employee” are signifi¬ 
cant. If, as the Board holds, the completion of 
five years’ service was a condition precedent the 
employees would never acquire any “right, title 
or interest” until the end of the five-year period. 
The contract clearly intends that they should ae- 
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quire a “right, title or interest’’ to their share of 
the profits when those profits were made (in the 
year 1919), and it follows that the employees 
could only acquire a “right, title or interest,” by 
the employer assuming a liability in the amount 
thereof. 

The use of the w^ord “revert” is also signifi¬ 
cant. It obviously contemplates that the right, 
title and interest to the compensation should vest 
in the employees at the end of the year 1919,i but 
if the condition mentioned subsequently occurred, 

i 

such right, title and interest would “ revert ” to 
the corporation. 

We believe that the fundamental question be¬ 
fore the Board was not whether the provisions in 
the contract under which the compensation was 
credited were technically “conditions precedent” 
or “conditions subsequent,” but whether, in fact, 
such compensation was properly accrued by! the 
corporation on its books as an expense of 1919, 
so as to correctly reflect taxable income for that 
year. To the extent that it be deemed important, 
we maintain, however, that the condition con¬ 
tained in the resolution that such compensation 
should remain in the business at the risk of the 
business was not a condition precedent which 
would prevent the title to the compensation 
passing to the employees, as was held by the 
majority opinion of the Board, but was a 
condition subsequent, which, upon its happen¬ 
ing, might defeat the right or estate already 
created and vested. Thus, quoting the same au¬ 
thority from which the Board derives its defi¬ 
nition, Corpus Juris, at Volume 12, page 
410, we find that a condition subsequent is “a 


i 
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condition which operates upon an estate already 
created and vested, and renders it liable to be de¬ 
feated * * \” 

Considering the entire resolution which com¬ 
prises the contract, it is evident that it was the 
intent of the parties that the liability should be¬ 
come established, that the right, title and interest 
to the compensation should become vested as and 
when the profits for the year were made and the 
amounts credited to the employees. Mere pay¬ 
ment of the amounts, however, was to be withheld 
so that the interest acquired by the employees 
should remain in the business at the risk of the 
business for five years. If the conditions named 
therein subsequently occurred, during that pe¬ 
riod, the right to such compensation should be 
defeated and the right thereto should ‘‘revert to 
the corporation/’ 

We contend that the dissenting opinion of Mr. 
Phillips, in the Board below, which w^as concurred 
in by Mr. Morris and which had the implied sup¬ 
port of four other members of the Board who also 
dissented, more correctly states the applicable 
rule of law, as follows: 

‘ k It seems that at the end of the year the 
employees had done everything required of 
them to earn the compensation in question. 
Subject to certain contingencies under 
which these employees might lose the right 
to demand payment, the petitioner was ob¬ 
ligated to the employees for the amount in 
question. The contingencies affected the 
payment, not the accrual of the liability; 
as to payment, these contingencies may be 
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conditions precedent, but in my opiniop the 
liability accrued in the taxable year sub¬ 
ject only to certain conditions subsequent 
under which it might be wiped out.” j 


3. Majority opinion of the Board here inconsistent 
with other decisions of the Board. 

We confess to some difficulty in following the 
distinction wffiich the majority opinion of ; the 
Board in this case makes as to its prior decision 
in Appeal of Bloch & KoJnner Mercantile Com¬ 
pany, 4 B. T. A. 673. 

i 

i 

In the Block & Kohner case, an employee was 
given one-third of the net profits earned by the 
taxpayer and vras to share the losses. The ^on- 
tract was for a three-year period unless sooner 
terminated, as therein provided, or by the death 
of the employee. The Board held that the amount 
accrued as the employee’s share of profits at the 
end of the first year, although subject to be de¬ 
feated by subsequent losses, constituted a proper 
accrual deduction for the taxpayer. The majority 
opinion in this case quotes language from i the 
opinion in the Block & Kohner case, which states 
clearly that the employee could not have sued at 
the end of the first year for the share of profits 
which was accrued to him, because there were Con¬ 
ditions precedent to payment, but discards that as 
a test and allows the accrual. By way of distin¬ 
guishing the instant case from the Block & Kohner 
case, the majority opinion points out that here 
there were other conditions which might defeat 
payment, namely, the withdrawal or discharge! of 
the employee. 


i 


I 


i 

i 

i 
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If the existence of a so-called “condition prece¬ 
dent” to payment renders an accrued item of ex¬ 
pense an improper deduction, how can it be de¬ 
cisive in principle whether there is one condition 
which may defeat or reduce the ultimate payment, 
or two ! 

The taxpayer urged upon the Board at the trial 
of this case its decision in the Appeal of Block & 
Kohner Mercantile Company as a binding prece¬ 
dent. While that decision does not have force as a 
precedent in this forum, we urge upon this Court a 
consideration of the opinion of the Board of Tax 
Appeals in the Block & Kohner case as a sound 
exposition of the law as to accrual, conforming to 
the decisions of the Supreme Court of the United 
States hereinafter discussed. 

As to the condition in the arrangement here in 
question that the employees could not withdraw 
any part of their accrued compensation for 1919 
until the end of the five-year period except with 
the approval of the president of the corporation, 
the Board of Tax Appeals held in Oliver H. Van 
Horn Co., Inc. v. Commissioner, 9 B. T. A. 76, 
where a corporation agreed to pay to its employ¬ 
ees certain salaries upon the condition that no sub¬ 
stantial part of such salaries could be withdrawn 
without the consent of the Board of Directors, and 
that undrawn salary was to draw interest at the 
rate of eight per cent, that the corporation tax¬ 
payer was entitled to treat both undrawn salaries 
and interest as proper deductions in the year 
w’hen the services w r ere rendered even though 
thev were not withdrawn until later vears. 

•> m* 

So, in Perkins Land and Lumber Co. v. Com - 
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i 

i 

i 

i 

| 

i 

i 

j 

i 

i 

I 

missioner, 9 B. T. A. 528, decided December 9, 
1927, the Board held that salaries “payable only 
at such time as the company shall have on hand 
cash sufficient to retire all its current liabilities” 
were properly accruable on the books of the com¬ 
pany and properly deductible in the year the serv¬ 
ices were rendered even though payment was not 
to be made until a later year. 


4. The statutes and the regulations promulgated 
by the Commissioner thereunder determine 
that the year when deduction may be taken 
shall be controlled by the method of ac¬ 
counting employed by the taxpayer. 

Section 234(a) (1) of the Revenue Act of 1£)18 
provides that all corporations may deduct from 
the gross income reported: 

“All the ordinary and necessary ex¬ 
penses paid or incurred during the taxable 
year in carrying on any trade or business, 
including a reasonable allowance for sal¬ 
aries or other compensation for personal 
services actually rendered, * * 

! 

The words “paid or incurred” as used in this 
section are defined in Section 200 of the same Act, 
as follows: 

“The term ‘paid’ for the purposes of the 
deductions and credits under this title, 
means ‘paid or accrued’ or ‘paid or in¬ 
curred,’ and the terms ‘paid or incurred’ 
and ‘paid or accrued’ shall be construed ac¬ 
cording to the method of accounting upon 
the basis of which the net income is com¬ 
puted under section 212.” 


i 

i 

i 
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Section 212(b) provides that: 

“The net income shall be computed upon 
the basis of the taxpayer’s annual account¬ 
ing period (fiscal year or calendar year, as 
the case may be) in accordance with the 
method of accounting regularly employed 
in keeping the hooks of such taxpayer; but 
if no such method of accounting has been 
so employed, or if the method employed 

does not clearly reflect the income, the com- 

* 7 

putation shall be made upon such basis and 
in such manner as in the opinion of the 
Commissioner does clearly reflect the in¬ 
come.” (Italics ours.) 

The Board made no finding that the method of 
accrual accounting used by the appellant corpora¬ 
tion did not clearly reflect its income, and the 
facts specifically found by the Board show that 
the accrual of the item here in question, for the 
vear 1919, was essential to clearly reflect income 
for that year. The Board found, for instance, 
that the compensation actually accrued by the ap¬ 
pellant corporation on its books during the year 
1919, “was reasonable for the services rendered 
by those employees in the year 1919.” This fully 
meets the test as to the vear in which an item of 

ml 

expense should be accrued, under an accrual sys¬ 
tem of accounting, as laid down by the Commis¬ 
sioner of Internal Revenue. 

Article 111 of Regulations 45, promulgated by 
the Commissioner of Internal Revenue under 
authority of the Revenue Act of 1918, states: 

“* * * A person making returns on an 
accrual basis has the right to deduct all 
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authorized allowances, whether paid in cash 
or set up as a liability, and it follows that 
if he does not within any year pay or ac¬ 
crue certain of his expenses, interest, taxes 
or other charges, and makes no deduction 
therefor, he can not deduct from the income 
of the next or any subsequent year any 
amounts then paid in liquidation of the pre¬ 
vious year’s liabilities.” (Italics ours<) 

Even prior to the promulgation of Regulations 
45, the Commissioner had issued Article 126 of 
Regulations 33, under the Revenue Act of 1916, 
which stated the proper test as to the deductibility 
of expenses under the accrual method, to be as 
follows: 

i 

“If the amount involved represents an 
actual expense or element of cost in \ the 
production of the income of the year, it will 
be properly deductible even though not ac¬ 
tually disbursed in cash, provided it is so 
entered upon the books of the company as 
to constitute a liability against its assets, 
and provided further that the income is 
also returned upon an accrued basis.” 
(Italics ours.) 

i 

| 

A concise definition of the accrual basis of re¬ 
porting income is contained in the decision of the 
Board in the Appeal of American Express Com¬ 
pany, 2 B. T. A. 498, 504, as follows: j 

“* * * the theory and the purpose of ac¬ 
tual accounting is to apportion to each! ac¬ 
counting period such parts of continuing 
expenses as are properly chargeable 
against the business of each respective 
period.” (Italics ours.) 


i 


I 
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In its opinion in Estate of Bull v. Commis¬ 
sioner, 7. B. T. A. 993, decided August 8,1927, the 
Board of Tax Appeals makes the following state¬ 
ment as to accrual accounting under the Revenue 
Act of 1918: 

4 4 In the Revenue Act of 1918 Congress 
sanctioned the determination of net income 
in accordance with the taxpayer’s regular 
method of accounting, subject however to 
the necessary safeguard that the method 
should clearlv reflect income.” 

w 

The Solicitor of Internal Revenue, in his pub¬ 
lished Memorandum No. 4499a, Internal Revenue 
Bulletin Y-17-2722, interprets the decision of the 
Supreme Court in United States v. Anderson, 
269 U. S. 422, as laying down, inter alia, the fol¬ 
lowing principles: 

4 fThe income earned during any taxable 
year by a taxpayer keeping its books of ac¬ 
count on the accrual basis must be charged 
with all the expenses incurred in, and at¬ 
tributable to, the process of earning such 

income; true annual income is onlv deter- 

' %/ 

minable after making due allowance for the 
total cost and expenses attributable to the 
production of that income; * * *” 

The question presented in the present case is 
the determination of the proper year in which a 
deduction for compensation to employees may be 
taken. This question must be decided in conform¬ 
ity with the statutory provisions above quoted. 
To do so it is only necessary to determine the 
basis of accounting employed by the appellant in 
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keeping its books and in reporting its income for 
taxation. This is settled by the undisputed find¬ 
ings of fact made by the Board below, which ‘ex¬ 
pressly find that the appellant kept its books and 
returned its income on the accrual basis, and, 
further, that as of December 31, 1919, the appel¬ 
lant entered the amount of such compensation 
upon its books as a liability owing to the employ¬ 
ees affected thereby (R. 17). 

I 

i 

5. The disallowance of actual expenses of busi¬ 
ness necessary to the production of incopie, 
by a strained application of technical rifles 
of law, is not within the intent of the Reve¬ 
nue Acts. | 

It cannot be too often emphasized that the ma¬ 
jority of the Board, although they seek to reject 
the accrued compensation item as an expense of 
1919, expressly found: 

“The compensation provided for in the 
above-quoted resolution and which was Ac¬ 
crued on petitioner’s books, was reasonable 
for the services rendered by those em¬ 
ployees in the year 1919.” | , 

i 

i 

Throughout the income tax laws there occur 
ample evidences that Congress intended the de¬ 
termination of taxable income to be a practical 
operation , in which real items of expense involved 
in the production of gross income should be de¬ 
ducted from gross income to arrive at taxable 
income, rather than a matter of the involved ap¬ 
plication of technical rules of law. It was nf>t 
intended that the taxpayer, whether the proprietor 
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of a country store or a great industrial concern, 
should retain a legal staff to sit at the book¬ 
keeper’s shoulder to guide him in the accrual upon 
the books of business transactions. The law and 
the regulations contemplate a broader policy,— 
one which would allow for the differences which 
cannot be avoided in the application of a law 
which reaches, annually, every business concern 
in the nation. 

Xo greater need for such breadth of provision 
exists than in the consideration of the accrual 
of items of expense and income, and this spirit 
has been shown by the Board and the Courts. 
Thus, in United States v. Anderson , 269 U. S. 422, 
the Supreme Court was called upon to determine 
the year in which certain munitions taxes might be 
deducted from gross income. In that case, the 
taxes in question were levied on munitions manu¬ 
factured and sold in 1916 but were not due or 
paid until during the year 1917. The taxpayer 
kept his books on the accrual basis. The taxpayer 
desired to claim the deduction in 1917, when 
higher tax rates prevailed and contended that 
under recognized rules of law a tax does not “ac¬ 
crue” until it becomes “due and payable.” The 
Government contended that the taxes accrued in 

the vear 1916. 

•/ 

In rejecting the contention of the taxpayer, the 
Supreme Court stated, at page 440: 

“Only a word need be said with refer¬ 
ence to the contention that the taxes upon 
munitions manufactured and sold in 1916 
did not accrue until 1917. In a technical 
legal sense it may be argued that a tax does 
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not accrue until it has been assessed and 
becomes due; but it is also true that in ad¬ 
vance of the assessment of a tax all the 
events may occur which fix the amount ot 
the tax and determine the liability of the 
taxpayer to pay it. In this respect, for pur- 
poses of accounting and of ascertaining 
true income for a given accounting period, 
the munitions tax here in question did not 
stand on any different footing than other 
accrued expenses appearing on appellee’s 
books. In the economic and business sense 
with which the statute and Treasury deci¬ 
sion were concerned, the taxes had ac¬ 
crued.” (Italics ours.) 


The Board, likewise, has recognized this policy 
in its decisions. Thus, in the Appeal of Amal¬ 
gamated Sugar Company , 4 B. T. A. 568, the 
Board was called upon to determine when certain 
sales of sugar had “accrued” as income. The 
sugar was sold by contract in one year and de¬ 
livered in the next. The taxpayer kept accounts 
upon a basis under which the sales were accrued 
as income in the year when the contract was 
signed. The Commissioner contended that legal 
title did not pass until the following year when 
the goods were segregated and delivered, and, 
therefore, that no income arose until that year. 
Argument was made at length as to whether the 
fungible goods doctrine of law applied to such 
sales so as to pass title. The majority opinion of 
the Board stated, at page 580: 

j 

“The uniform and unquestioned practice 
of the taxpayer was to regard these con¬ 
tracts as reflecting income. Its customers 


i 

i 

I 
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I 
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so regarded them. Its balance sheets 
treated the price among its assets. This is 
a consistent basis for accrual and we think 
it may not be denied on the questionable 
if not definitely incorrect ground that title 
remained in the seller. ” 

In the concurring opinion, in which it was definite¬ 
ly held that legal title did not pass in the year 
claimed, it was stated, at page 584: 

“I am satisfied, however, that the tax¬ 
payer has established an accounting prac¬ 
tice which was consistent and reflected its 
income. Where such is the case, legal 
theories should not be applied to a point 
where, in such a case as we have here, it 
becomes necessary for the taxpayer to de¬ 
termine at his peril when legal title passes 
under each contract into which he mav 
have entered. The refinements of the law 
must sometimes give way to practical con¬ 
siderations , and this I conceive to he the 
intent of Section 2L2 (h) of the Act.” 
(Italics ours.) 

In the present case we find the Board basing 
its majority opinion upon a very delicate distinc¬ 
tion between what are known, in the law, as con¬ 
ditions precedent and conditions subsequent. No 
nicer refinement of law can be found. As stated 
in Anson on Contracts (Footnote, page 413, Amer¬ 
ican Edition): 

“* * * the confusion between conditions 
precedent and conditions subsequent is both 
ancient and respectable, in property law as 
well as in contract law, * * * .” 
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That the conditions contained in the contract in 
this case are not conditions precedent which pre¬ 
vent the contract from becoming operative and the 
liability from coming into existence, but are condi¬ 
tions subsequent which can have only the effect of 
defeating the vested right or extinguishing the cre¬ 
ated liability, is pointed out above. However, eyen 
though this were not the case, we submit that: the 
accrual of income and deductions in what the Su¬ 
preme Court terms “the economic and business 
sense with which the statute and Treasurv deci- 

•f 

sion were concerned” should not be determined 
by such nice refinements of the rules of substan¬ 
tive law. 

i 

i 

Here the taxpayer entered into a contract under 
which it became liable to pay its employees,! as 
admittedly reasonable compensation for servibes 
rendered in the year 1919, 40% of the profits 
made in that year. It recognized the liabil¬ 
ity at the end of the year and, by accruing the 
same on its books, adopted a method of account¬ 
ing in connection therewith which reflected its in¬ 
come. In the following year it adhered to this 
method in accounting for losses under a similar 
contract for the following year. It, perhaps, 
never heard of conditions precedent and condi¬ 
tions subsequent but it was keeping its books so 
as to correctly reflect its income, and such a 
method we submit is within the concept of Section 
212 (b) of the Act. j 


i 

i 
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6. The fundamental test to determine whether a 
method of accounting is acceptable under 
the Revenue Act is to determine whether 
that method correctly reflects income. 

The majority opinion of the Board fails any¬ 
where to consider as a controlling factor the 
method of accounting employed by the appellant, 
nor does it consider whether or not the income of 
the appellant can be correctly reflected without 
the deduction of the compensation in question. It 
bases its entire theory upon the reasoning that no 
legal liability became fixed. Thus it states: 

44 In the instant appeal, as above stated, 
we are of the opinion that on December 
31, 1919, there was no fixed liability on the 
part of the petitioner to pay any amount on 
account of the contingent additional com¬ 
pensation. ” (Italics ours.) 

As heretofore pointed out. Section 212 (b) of the 
Revenue Act of 1918 (which entirely controls the 
time when a deduction must be taken) says noth¬ 
ing whatever about the accrual of technical legal 
liabilities. It merely provides that: 

I 4 The net income shall be computed * * * 
in accordance with the method of account¬ 
ing regularly employed in keeping the 
books of such taxpayer; but if no such 
method of accounting has been so em¬ 
ployed, or if the method employed does not 
clearly reflect the income, the computation 
shall be made upon such basis and in such 
manner as in the opinion of the Commis¬ 
sioner does clearly reflect income. 77 (Italics 
ours.) 
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Under these provisions we submit that the Com¬ 
missioner of Internal Revenue has no authority 
to disturb the method of accounting adopted by 
the taxpayer unless that method does not clearly 
reflect income. Therefore, the sole test, which is 
not even mentioned in the majority opinion!, is 
whether the method actually adopted by this tax¬ 
payer does reflect its true income. This funda¬ 
mental test was applied, however, by the dissent¬ 
ing members of the Board. Their opinion con¬ 
cluded with the following statement: 


“In the case before us it will scarcelv 

i •/ 

be contended that the financial condition of 
the petitioner could have been reflected 
without showing the liability to its Em¬ 
ployees, and in my opinion its true net in¬ 
come for the year could not be computed 
without allowing the deduction claimed.” 


Ample support for this conclusion of the dis¬ 
senting opinion may be derived from the findings 
of fact of the majority, and especially their finding 
that: 


“The compensation provided for in the 
above-quoted resolution and which was ac¬ 
crued on petitioner’s books, was reasonable 
for the services rendered by those Em¬ 
ployees in the year 1919.” 


We further believe that a consideration of the 
full facts in the case completely justifies this con¬ 
clusion. Here were the five most valuable em¬ 
ployees of the appellant corporation who were 
dissatisfied with the compensation being paid ito 
them and were contemplating going into business 


i 

I 

i 


i 


i 
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for themselves (R. 16). In order to hold their 
services the corporation entered into an agree¬ 
ment with them by which it agreed to give them, 
in the aggregate, 40 per cent of the net protits 
for the year 1919. It is at once evident that the 
profits for the year 1919 could not possibly be cor¬ 
rectly reflected without deducting therefrom that 
portion of the same profits which it was agreed 
should go to the employees. In reality the com¬ 
pensation is a commission paid to such employees 
out of the profits for that year, in consideration 
of their services in earning those profits. The 
majority opinion of the Board denies the deduc¬ 
tion because of the possibility of such commis¬ 
sions reverting in part to the corporation, but it 
ignores the fact that in order to consider 100 per 
cent of the profit as belonging to the corporation 
at all it must be assumed that all of the employees 
will be discharged during the five year period. In 
effect, the Board denies the deduction because of 
the possibility that some of the employees may 
leave the service and then includes their profits 
in the income of the corporation on the uncertain 
.assumption that all of them will be discharged. 

We may also consider the compensation from 
the viewpoint of the financial condition of the 
company at the close of 1919. Suppose on Decem¬ 
ber 31, 1919, the appellant had desired to borrow 
money from its bank and had been requested by 
the bank to furnish it w*ith a statement showing 
all of its assets and liabilities. The Commissioner, 
in denying the accounting method adopted by the 
appellant, supports the view that it would have 
been entirely proper for the appellant to render 
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such a statement of assets and liabilities without 
mentioning at all its liability to these employees 
in the amount of $116,548.44. We submit that if 
such a statement had been rendered without men¬ 
tion of this liability it would not have clearly re¬ 
flected the financial condition of the company, j In 
fact, it might reasonably be said, under such cir¬ 
cumstances, that the failure to accrue this liabil¬ 
ity would constitute a fraud upon the bank. 

In United States v. Anderson, 269 U. S. 422, 
referred to above, the Supreme Court states the 
theory of the accrual method of accounting as fol¬ 
lows (page 440): 

4 ‘ It was to enable taxpayers to keep their 
books and make their returns according to 
scientific accounting principles, by charging 
against income earned during the taxable 
period, the expenses incurred in and prop¬ 
erly attributable to the process of earning 
income during that period; and indeed, to 
require the tax return to be made on that 
basis, if the taxpayer failed or was unable 
to make the return on a strict receipts and 
disbursements basis.’’ (Italics ours.) 

j 

Here we have the essential test of determining 
when a deduction should be taken under an ac¬ 
crual system of accounting. The Supreme Couf-t 
says: 

“ * * * by charging against income earned 
during the taxable period the expenses in¬ 
curred in and properly attributable to the 
process of earning income during that 
period.” 


I 

i 
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It is interesting to note that in a later case, 
American National Co. v. United States , 47 Sup. 
Ct. 520, the Supreme Court quoted the above 
opinion of the Anderson opinion and italicized the 
clause which we here use. 

In this case it is manifest that the additional 
compensation paid to the employees was incurred 
in and properly attributable to the process of 
earning income during some taxable period. Ap¬ 
plying this test we have only to determine the 
year in which the income was earned bv the ser- 
vices of these employees in order to determine the 
year in which the deduction must be taken. The 
appellant corporation said, in effect, to its employ¬ 
ees: “If you will make profits for me during the 
year 1919 I will pay you 40 per cent of those prof¬ 
its.” Under such a contract, if this compensation 
was not “incurred in and properly attributable to 
the process of earning income” during the year 
1919, we do not know to what other year it is at¬ 
tributable. 

7. Majority opinion of the Board rests on a failure 
to correctly interpret the Supreme Court’s 
decision in the American National case 
which supports appellant corporation’s con¬ 
tention here. 

The majority opinion of the Board goes at some 
length to distinguish the decision of the Supreme 
Court in the case of American National Company , 
Receiver, v. United States , 47 Sup. Ct. 520. In 
that case, to state the facts as simply as possible, 
the taxpayer was engaged in the business of mak- 
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ing loans secured by mortgages upon real estate. 
Upon making a loan the company received from 
the person to whom the loan was made, two notes. 
The first note was for the amount loaned, payable 
in five years with interest at 5 per cent per annum. 
This note was payable semi-annually, with the 
privilege of paying $100 or any multiple thereof 
on the principal after two years at the maturity 
of any interest payment. The second note received 
was due in two years, without interest, and was in 
an amount equal to 10 per cent of the total amopnt 
of the loan made by the taxpayer. This secqnd 
note was the company’s commission or compensa¬ 
tion for making and negotiating the loan, and it 
was from these commission notes that the com¬ 
pany derived its income. 

i 

Prior to 1916 the company had sold its loan 
notes through brokers, to whom it paid fees or 
commissions, but from and after 1916 it sold many 
of those notes direct to investors. As an induce¬ 
ment to such investors to purchase loan notes from 
it direct, the company agreed to pay them bonuses 
upon the notes in the amount of 1 per cent per 
annum during the life of the notes sold, in addition 
to the 5 per cent per annum already payable On 
such notes by the maker. The company kept its 
books of account from year to year on the accriial 
basis. The company adopted a method of Ac¬ 
counting as follows: 

“* * * whenever a loan note was sold 
it charged on its books, as an expense in¬ 
curred in the sale, the aggregate amount of 
the payments called for in the bonus con¬ 
tract, computed at 1 per cent per annum jto 
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the maturity of the note, and credited the 
investor on its books with a like amount, in 
a subsidiary bills payable ledger. The total 
amount of this liability on the bonus con¬ 
tracts was carried on its general ledger un¬ 
der a control account called the Guarantee 

Fund Account. * * * if anv loan note was 

•/ 

paid by the borrower before maturity, the 
difference between the amount of the bonus 
contract credited to the investor’s account 
and the payments that had been made on 
the contract, was credited back to Profit 
and Loss, and treated as income of the 
company for the year in which the note was 
paid.” (Italics ours.) 

In 1917, in accordance with this practice, the 
company accrued and set up on its books as a 
liability and charged to expense the aggregate 
amount of the payments called for in the bonus 
contract given investors during that year, and in 
making its tax returns claimed as an expense the 
aggregate amount of these bonus contracts as set 
up on its books, although the liability was only 
payable in part in the taxable year, the balance 
payable in installments over a five-year period, 
and might never be paid as to part thereof, if the 
payment of the loan notes were anticipated by 
the borrowers, as was their right. 

The Supreme Court expressly noted that if any 
loan was paid by the borrower before maturity so 
that it was not necessary to pay the full amount 
of the bonus liability set up, the unpaid amount 
was credited back to profit and loss and treated as 
income of the company for the year in which the 
note was paid. 
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The Commissioner of Internal Kevenue disal¬ 
lowed the claim of the American National Com¬ 
pany for the deduction of the total amount j of 
bonus contracts issued in 1917, and allowed the 
deduction only to the extent of installments called 
for by such contracts which matured in 1917. The 
Supreme Court, in its opinion, quoted at sojne 
length from its previous decision in the ease l of 
United States v. Anderson , 269 U. S. 422, which 
we have referred to above, and then stated: 

“So, in the present case, we think that 
the amount of the bonus contracts was ‘an 
expense incurred and properly attributa¬ 
ble ’ to the company’s process of earning 
income during the year 1917. These con¬ 
tracts were not analogous to obligations to 
pay interest on money borrowed, but were 
expenses incurred in selling the loan notes 
in as real a sense as if under its origiiial 
system of doing business the Company had 
paid these amounts to brokers as fees for 
selling the loans or given them notes for 
such fees. The Company’s net income fqr 
the year could not have been rightly deter¬ 
mined without deducting from the gross in¬ 
come represented by the commission notes, 
the obligations which it incurred under the 
bonus contracts, and would not have been 
accurately shown by keeping its books or 
making its return on the basis of actual 
receipts and disbursements. The method 
which it adopted clearly reflected the true 
income. And, just as the aggregate amouht 
of the commission notes was properly ih- 
cluded in its gross income for the year-^ 
although not due and payable until the ex¬ 
piration of two years—so, under the doc- 
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trine of the Anderson case, the total 
amount of the bonus contracts was deducti¬ 
ble as an expense incurred within the year, 
although it did not ‘accrue’ in that year, in 
the sense of becoming then due and pay¬ 
able.” 

The majority opinion of the Board in the pres¬ 
ent case quotes the above and then adds: 

“It becomes apparent, therefore, from 
an examination of the above statement, 
that the Supreme Court considered the lia¬ 
bility on account of the bonus contracts to 
have become fixed in 1917.” 

We have puzzled over this language in an effort 
to find in it the basis of a distinction between the 
American National case and the instant case. One 
difficulty is that nowhere in its entire decision in 
the American National case, does the Supreme 
Court say anything about any liability becoming 
fixed. On the other hand, it says: 

“The total amount of the bonus contracts 
was deductible as an expense incurred 
within that year, although it did not ‘ac¬ 
crue ? in that year in the sense of becoming 
then due and payable.” (Italics ours.) 

The Supreme Court bases its opinion upon the 
fact italicized in its opinion that the expense was 
“incurred and properly attributable to the pro¬ 
cess of earning income during that year,” and 
allows the deduction even though the liability to 
pay the amount did not arise in that year, and 
might be defeated in part by the payment of the 
loan note before maturity. 
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We must confess that we are at a loss to rec¬ 
oncile the Board’s premise with its conclusion, 
and we submit, on the other hand, that the deduc¬ 
tion here is allowable under a fair construction of 
this decision of the Supreme Court. 

i 

i 

A simple illustration of the facts in the Ameri¬ 
can National case would be as follows: 

i 

i 

i 

The American National Company would loan 
$1,000 to a borrower. It would then receive 
two notes from the borrower, one a five 
year note in the amount of $1,000.00, bearing in¬ 
terest at the rate of 5% per annum; and another 
note in the amount of $100.00, due in two years 
without interest. The American National Com¬ 
pany would then sell the $1000 note to some in¬ 
vestor, manifestly to obtain the additional funds 
to make further loans, and would guarantee to pay 
to such investor additional interest at the rate of 
1% per annum during the life of the note. In 
other words, they would guarantee to pay to the 
investor $10.00 a year for five years, unless fhe 
$1,000 note was paid by the borrower before ma¬ 
turity, as was his right. Under the accounting 
method adopted, the company would then accrue 
as income the $100.00 note received from the bor¬ 
rower, and in the same year it would accrue as an 
expense the entire amount which it guarantee^ to 
pay to the investor, if the loan note remained un¬ 
paid for the full five year period, that is, $50.00. 

There was no legal liability whatever for the 
American National Company to pay the $50^00 
so accrued as an expense in the taxable year. Its 
only contract was to pay $10.00 a year for five 
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years if the loan note was not paid before the ex¬ 
piration of that period. However, the Supreme 
Court held that the entire amount of $50.00 was 
an expense “incurred in and attributable to the 
process of earning” the $100.00 reported as in¬ 
come, and allowed the deduction on that ground. 
It so held while clearly recognizing that the lia¬ 
bility accrued on the books might ultimately need 
to be met only in part owing to subsequent hap¬ 
penings; viz., the anticipation by the borrower of 
the maturity date of the loan note. 

We believe this decision furnishes the control¬ 
ling rule in the present case. The compensation 
which the appellant claims as an expense was a 
definite percentage of the very profits which are 
reported as gross income. The employees who be¬ 
came entitled to that compensation constituted 
the “entire staff of the business for the purpose 
of buying and selling” (R. 16). It was their ser¬ 
vices which produced the income which is re¬ 
ported and taxed. We again quote the undisputed 
finding of the Board that: 

“The compensation provided for in the 
above-quoted resolution and which was ac¬ 
crued on petitioner’s books, was reasonable 
for the services rendered by those employ¬ 
ees in the vear 1919.” 

We submit that the compensation for those 
services is an expense “incurred and properly 
attributable to the process of earning income dur¬ 
ing that year” and no other. 

ROBERT E. COULSON, 

R. KEMP SLAUGHTER, 
HUGH C. BICKFORD, 

Of Counsel . 
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In the Court of Appeals of the District 

of Columbia I 


No. 4768 

j 

i 

i 

S. Naitove & Company, Incorporated, app ellan t 

v . 

I 

Commissioner of Internal Revenue 


APPEAL FROM THE BOARD OF TAX APPEALS 


BRIEF FOR APPELLEE 


PREVIOUS OPINION IN THE PRESENT CASE 

The only previous opinion in the present case is 
that of the United States Board of Tax Appeals 
(R. 11) reported in 8 B. T. A. 589. I 

JURISDICTION 


The ajjpeal in the above-entitled cause involved 
income taxes for the year 1919, in the amount! of 
$59,049.33, and is taken from a decision of the 
Board of Tax Appeals promulgated October 110, 
1927. (R. 23.) This case is brought to this coiirt 

by petition for review filed March 23,1928 (R. 24), 
pursuant to the provisions of the Revenue Act j of 
1926 (Act of February 26, 1926, c. 27, Secs. 1001, 
1002, 1003, 44 Stat. 9, 109, 110). j 

a) ! 
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QUESTION PRESENTED 

Whether the Commissioner in the audit of appel- 
lant’s return for 1919, made on the accrual basis, 
properly disallowed a deduction of additional com¬ 
pensation to certain employees, which appellant, 
keeping its books on the accrual basis, had entered 
on its books as an accrued expense, pursuant to a 
certain resolution of its Board of Directors. 

STATUTES INVOLVED 

The Revenue Act of 1918, c. 18, 40 Stat. 1057, 
1077,1064,1058. provides: 

Sec. 234. (a) That in computing the net in¬ 
come of a corporation subject to the tax im¬ 
posed by section 230 there shall be allowed 
as deductions: 

(1) All the ordinary and necessary ex¬ 
penses paid or incurred during the taxable 
year in carrying on any trade or business, 
including a reasonable allowance for salaries 
or other compensation for personal services 
actually rendered, and including rentals or 
other payments required to be made as a 
condition to the continued use or possession 
of property to which the corporation has not 
taken or is not taking title, or in which it has 
no equity; * * * 

Sec. 232. That in the case of a corpora¬ 
tion subject to the tax imposed by section 
230 the term “net income” means the gross 
income as defined in section 233 less the de¬ 
ductions allowed by section 234, and the net 
income shall be computed on the same basis 
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as is provided in subdivision (b) of section 
212 or in section 226. 

Sec. 212. (a) That in the case of an indi¬ 
vidual the term “net income” means the 
gross income as defined in section 213, less 
the deductions allowed bv section 214. 

%' i 

(b) The net income shall be computed ppon 
the basis of the taxpayer’s annual account¬ 
ing period (fiscal year or calendar yeay, as 
the case may be) in accordance with! the 
method of accounting regularly employed 
in keeping the books of such taxpayer ;j but 
if no such method of accounting has been 
so employed, or if the method employed 
does not clearly reflect the income, the Com¬ 
putation shall be made upon such basis and 
in such manner as in the opinion of the 

Commissioner does clearlv reflect the 

•/ 

income. * * * 

Sec. 200. That when used in this title— 

* * * The term “paid,” for the pur¬ 

poses of the deductions and credits under 
this title, means “paid or accrued” or “paid 
or incurred,” and the terms “paid or in¬ 
curred” and “paid or accrued” shall be Con¬ 
strued according to the method of account- 
ing upon the basis of which the net income 
is computed under section 212. 

I 

STATEMENT OF FACTS 

The Board found the facts to be as follows: 

The petitioner is a corporation organized ^nd 
existing under the laws of the State of New York, 
with its principal place of business at 725 Broad- 
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way, in the City of New York. Its business is that 
of buying and selling woolen, silk, and cotton goods. 

Samuel Naitove, petitioner’s president, was gen¬ 
eral executive in charge of the business, and during 
the year 1919 he owned 85 per cent of the outstand¬ 
ing capital stock. The remaining 15 per cent of 
the outstanding capital stock was owned by Her¬ 
bert H. Kabiner, a member of the Board of Direc¬ 
tors. 

Petitioner had five employees who held import¬ 
ant positions and who constituted the entire staff 
of the business for the purpose of buying and sell¬ 
ing. One of these employees did all of the buying 
in his department, another assisted the president of 
the company in buying in the department over 
which the president gave personal supervision, two 
others were efficient salesmen, and another handled 
all of the credit matters. . 

These employees were dissatisfied with the com¬ 
pensation being paid to them by the petitioner and 
they informed the petitioner’s president that they 
were contemplating going into business for them¬ 
selves. In order that those employees would re¬ 
main with the petitioner an agreement was entered 
into between the petitioner and the employees by 
which agreement they would, under certain condi¬ 
tions, participate in the profits of the business. This 
agreement was expressed in a resolution passed by 
the Board of Directors of the petitioner on Feb¬ 
ruary 10,1919, as follows: 
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Resolved, That additional compensation 
for the year 1919 be paid to the following 
officers and employees of the company in ac¬ 
cordance with the practice of the company 
on the following basis: 

Mr. Moe Naitove, 10% of the net profits 
for the vear 1919. 

Mr. Nat Naitove, 10% of the net profits 

for the vear 1919. 

•/ ; 

Mr. Jack Naitove, 10% of the net profits 
for the year 1919. j 

Mr. Moe Turnan, 5% of the net profits for 
the year 1919. 

Mr. George Naitove, 5% of the net profits 
for the year 1919. 

Provided, however, that any and all sums 
to which the above-named officers and em¬ 
ployees may become entitled under the terms 
of this resolution shall remain in the busi¬ 
ness at the risk of the business for a period 
of five years, and that prior to the expira¬ 
tion of such period said officers and j em¬ 
ployees shall be entitled to demand and re¬ 
ceive payment of the sums to which they 
may become entitled only to the extent that 
drawings against such sum may be author¬ 
ized by the president of the company, it! be¬ 
ing the intention of this resolution that ^ny 
and all contingent compensation to which 
said officers and employees may become en¬ 
titled under the terms of this resolution! be 
at the risk of the business in the sense that 
it shall be subject to pro rata deductions in 
the event that losses are incurred by the 
business during the period within which 

i 

i 

i 

I 
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such sums are to remain at the risk of the 
business; and provided, further, that no 
officer or employee shall at any time be en¬ 
titled to withdraw any sums credited to him 
under the terms of this resolution, except as 
hereinabove provided, unless he shall remain 
in the employ of S. Naitove Co., Inc., during 
the entire period during which the credits 
mentioned are to remain at the risk of the 
business and in the event of the discharge of 
any such officer or employee or withdrawal 
during such period, all right, title, or inter¬ 
est of such officer or employee in or to any 
sums credited to said officer or employee 
under the terms of this resolution shall re¬ 
vert to this corporation. 

The petitioner kept its books of account on an 
accrual basis of accounting and pursuant to the 
above-quoted resolution the following entry was 
made in closing the petitioner’s books as of Decem¬ 
ber 31,1919, which entry was correctly computed. 


Charge, selling and commission_$116, 54S. 44 


Credit Moe Naittove_ 20,1,37.11 

Nat Naitove_ 29,137.11 

Jack Naitove_ 20.137.11 

George Naitove___ 14, 56S. 56 

Moe Turman_ 14, 568. 56 


additional compensation as per agreement. 

The compensation provided for in the above- 
quoted resolution and which was accrued on peti¬ 
tioner’s books, was reasonable for the services ren¬ 
dered by those employees in the year 1919. 

In the year 1920, a resolution, similar to that of 
February 10, 1919, was passed by the petitioner’s 
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Board of Directors, continuing the compensation 
for services rendered in 1920 on the same basis as 
authorized for services rendered in the year 1919. 

In the year 1920, the petitioner suffered k loss 
of approximately $90,000 and pursuant to the terms 
of the above-quoted resolution there was entered 
on the petitioner’s books as of December 31, 1920, 


the following accruals: 

Charge Moe Naitove 10%_.$10.441. 42 

Nat Naitove 10%- 10.j441.42 

Jack Naitove 10%- 10,441.42 

George Naitove 5%- 5,220.71 

Moe Turman 5%_ 5,220. 71 

Credit surplus account-$41, 7G5.6S 


This entry gave effect to the participation by the 
five employees in the petitioner’s losses for the jyear 
1920. 

Upon audit of the petitioner’s return fori the 
year 1919, the Commissioner disallowed as a deduc¬ 
tion from gross income the amount of $116,548.44, 
accrued as additional compensation to employees 
for that year. 

Upon these findings of fact the Board approved 
the Commissioner’s additional assessment. From 
the decision and redetermination of the Board* 
appellant has appealed to this court. j 

I 

i 

SUMMARY OF ARGUMENT 

1. Appellant kept its books on the accrual basis 
of accounting, and pursuing that system credited 
on its books as of December 31, 1919, to five of j its 
employees, the sum of $116,548.44, which repre- 

14S25—28-2 

| 

; 

| 

i 

■ 

i 

i 

i 
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sented a portion of appellant’s earnings for 1919, 
which was to be paid said employees, pursuant to 
the terms and conditions of the resolution passed 
by the Board of Directors of appellant. In its re¬ 
turn for the year 1919 appellant claimed the 
amount thus credited on its books as a deduction 
from gross income. The Commissioner disallowed 
this deduction. 

The Commissioner had the right to disallow the 
deductions claimed as business expenses for the 
year 1919, if, in fact, said expenses had not been 

incurred” or had not “accrued” since it is well 
settled that book entries are not controlling in the 
determination of income. Doyle v. Mitchell 
Brothers Co., 247 U. S. 179. Section 212 (b) of 
the Revenue Act of 1918 also gave the Commis¬ 
sioner the right in case the method employed 
by a taxpayer does not reflect net income to dis¬ 
regard the taxpayer’s method and make his own 
computation upon such basis and in such manner 
as will in his opinion clearly reflect such income. 

2. Under the accrual system, an exj)ense does not 
accrue until all the events have occurred from 
which liability is determined and the liability has 
become fixed, even though payment is not yet due. 
United States v. Anderson, United States v. Yale 
& Towne Manufacturing Company, 269 U. S. 422; 
Edwards v. Keith, 231 Fed. 110 (certiorari denied 
243 U. S. 638) ; Aluminum Castings Co. v. Rout - 
zahn, 24 F. (2d) 230; Holmes Federal Taxes, 1248 
(6th Ed.). 
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Under the terms of the contract embodied in the 
resolution passed by appellant’s Board of Direc¬ 
tors, the events which were to determine and fix 
appellant’s liability to its employees, did not occur 
during the year 1919. The deduction involved, 
therefore, did not represent an accrued expense 
for that year and was properly disallowed by the 
Commissioner. 

ARGUMENT 

I 

I 

I 

Where a taxpayer kept its books on the accrual basis of 
accounting, items entered on its books as accrued ex¬ 
pense are allowable as deductions in its income tax 
return only when they represent expenses which have 
been actually incurred by the taxpayer during the tax¬ 
able year involved, otherwise, the Commissioner has 
the right to disallow such deductions 

In the present case appellant kept its boolfs on 
the accrual basis of accounting and pursuing! that 

i 

system credited on its books as of December* 31, 
1919, to five of its employees the sum of $116,548.44, 
which represented a portion of appellant’s earn¬ 
ings for 1919, which was to be paid to said em¬ 
ployees pursuant to the terms and conditions of the 
resolution passed by the Board of Directors of the 
appellant. In its return for the year 1919, appel¬ 
lant claimed the amount thus credited to its five 
employees on its books as a deduction from its gross 
income. The deduction claimed is for “ ordinary 
and necessary expenses paid or incurred during the 
taxable year in carrying on any trade or business, 
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including a reasonable allowance for salaries or 
other compensation for personal services actually 
rendered . v Section 234 (a), Revenue Act 1918, c. 
18, 40 Stat. 1057, 1077. 

Since no part of the amount in question was 
actually paid out by appellant during the year 
1919, the deduction claimed, if allowable at all, 
was allowable only on the theory that the amount 
of such deduction was “incurred’’ or “accrued” 
within the year 1919. Section 200, Revenue Act 
of 1918, supra. 

The Commissioner disregarded the fact that ap¬ 
pellant had entered the amount of deduction claimed 
in its return as accrued expenses on its books and 
disallowed the same. Thus the first question in 
this case is whether the Commissioner had this 
right. It is well settled that book entries are not 
controlling in the determination of income and if 
a taxpayer’s books do not reflect true income the 
Commissioner is not bound by them. Doyle v. 
Mitchell Brothers Co., supra. Moreover, the Reve¬ 
nue Act of 1918, supra (Sec. 212 (b)), gave the 
Commissioner the right in case the method em¬ 
ployed by a taxpayer does not reflect net income 
to disregard the taxpayer’s method and make his 
own computation upon such basis and in such man¬ 
ner as will in his opinion clearly reflect such 
income. 

However, in this case the Commissioner conceded 
that the use of the accrual basis of accounting 
would properly reflect appellant’s net income, but 
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did not agree that the particular items invblved 

i 

were properly accrued on its books or properly 
deducted as accrued items in its return. With re¬ 
spect to these items the Commissioner rejected the 
method of accounting employed by appellant. In 
effect, the Commissioner held that entering these 

i 

items on its books as accrued expenses was pot in 
accordance with or consistent with a proper use 
of the accrual method of accounting. 

It is thus obvious that if the expenses claimed 
by appellant as a deduction had not in fact jbeen 
“incurred” or had not “accrued” within the year 
1919, even though entered as such on its books, Ithey 
should not be allowed as a deduction and the Com¬ 
missioner’s action should be upheld. This, ^hen, 
becomes the ultimate question in the case. j 

II 

Under the accrual system an expense does not accrue 
until all the events have occurred from which liability 
is determined and the liability has become fixed, even 
though payment is not yet due. The sums credited on 
appellant’s books to its employees as additional com¬ 
pensation were not accrued expenses for the year 1919, 
and the deduction claimed therefor in appellant’s return 
was properly disallowed 

Under the accrual system of accounting indome 
is said to be accrued when it is definitely receivable, 
although its payment may not be due, and liabilities 
or expenses are said to be accrued when the events 
have occurred from which liability is determined 
and the liability has become fixed, even though 
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payment is not yet due. These principles were an¬ 
nounced in the case of United States v. Anderson, 
United States v. Yale and Towne Manufacturing 
Company, supra, wherein it was held that muni¬ 
tion taxes imposed by the United States accrued in 
the year the profits were earned although the taxes 
were paid in a subsequent year. The Court in that 
case said at page 441: 

In a technical legal sense it mav be argued 
that a tax does not accrue until it has been 
assessed and becomes due; but it is also true 
that in advance of the assessment of a tax, 
all the events may occur which fix the 
amount of the tax and determine the lia¬ 
bility of the taxpayer to pay it. In this 
respect, for purposes of accounting and of 
ascertaining true income for a given ac¬ 
counting period, the munitions tax here in 
question did not stand on any different foot¬ 
ing than other accrued expenses appearing 
on appellee’s books. In the economic and 
bookkeeping sense with which the statute 
and Treasurv decision were concerned, the 
taxes had accrued. * * * (Italics ours.) 

An application of these principles is found in 
the case of Edwards v. Keith , 231 Fed. 110, 112 
(Certiorari denied, 243 U. S. 638) wherein there 
was involved the question whether income had ac¬ 
crued. There plaintiff, a life insurance agent, sold 
insurance policies under an agreement whereby 
he was entitled to receive a percentage of each an¬ 
nual renewal payment when the same was paid by 
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the insured. Plaintiff contended that all of the 
income from this source accrued at the timfe the 
policy was sold, his theory being that if it accrued 
prior to the Income Tax Act of 1913 (c. 16, 38 
Stat. 114), he would not be taxable. The Circuit 
Court of Appeals for the Second Circuit rejected 
this contention, saying: 

i 

i 

It may be noted that, although fully 
earned by work already done, there is no 
certaintv that the sum conditionally prom- 
ised for an ensuing year will eyer be paid or 
will accrue or come due; John Doe may die 
within the first year, or at its expiration may 
refuse to renew his policy in which event 
the company is not obligated to pay its hgent 
anything beyond the amount already jpaid 
him; the obligation to pay does not arise 
until John Doe actually pays his renewal 
premium in cash. 

It has further been decided that profits dp not 

j 

accrue until they have become fixed or payable; and 

that liabilities do not accrue until the moment when 

an actual enforcible liability is created. The Su- 

* 

preme Court of New York in the case of Allen v. 
Armstrong, 68 N. Y. S. 1079, 58 App. Div. 427, in 
passing on the question of when profits may be! said 
to have accrued, stated: 

j 

i 

Profits mav not be said to have accrued 
until they have become fixed or payable. 
* * * rp| ie t ec jmical meaning of the jvord 

“accrue,” as defined in the dictionary, 
is the possession of a present enforcible 


i 
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right. A note is said to accrue when it be¬ 
comes due and payable. Profits have ac- , 
crued when they are paid or when the right 
to enforce payment presently exists. And 
“secure”' means that which is presently re¬ 
duced to possession or that of whicli pay¬ 
ment is made sure. It is perfectly evident 
that a construction of these words, which 
attaches thereto a contingency which may or 
may not happen, distorts their meaning as 
popularly used and scientifically defined. 
Nor can such meaning be attached to them 
by any connection with language appearing 
in the present contract. * * * 

Holmes Federal Taxes (6th Ed.) in discussing 
the question as to when a liability may be said to 
have accrued, states at p. 1248 as follows: 


In construing the word “accrue,” or “ac¬ 
crued, ” or “ incur, ” or “ incurred, ’ ’ the courts 
havq, therefore, looked to the moment when 
the amount in question becomes due, the 
moment when an actual enforcible liability 
is created. The fixing of liabilitv involves 
the making of a contract, express between 
the parties or implied in law. It is essen¬ 
tial to the creation of a liabilitv that there 

%> 

be between the parties concerned an agree¬ 
ment fixing amount, or a promise implied by 
law (indebitatus assumpsit ). The liability 
must be fixed or determinable in amount. 


It thus becomes apparent that in order that ex¬ 
penses may be said to be accrued, there must be 
more than an expectation that an expenditure will 
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be made, and that under the actual system iof ac- 

i 

counting liabilities or expenses can only properly 
be said to be accrued when the events have occurred 
from which liability is determined and the liability 
has become fixed, even though the payment jis not 
yet due. 

Clearly, there can be no accrued expense! until 
an actual liability arises. Aluminum Castings Co. 
v. RoutzaJin, supra. 

Furthermore, the decisions of the Board of Tax 

7 j 

Appeals in the cases of Appeal of Block and Koh- 
ner Mercantile Co., 4 B. T. A. 673, and Oliver II. 
Van Horn, Inc. v. Commissioner. 9 B. T. A. 76, are 
not in conflict with the instant case. 

A review of the facts in the Block and Kgitner 
case will readily distinguish that case. In tlialt case 
a written agreement between the Block and Kphner 
Mercantile Company and one of its employees pro¬ 
vided that for a period of three years said employee 
should receive a salary of $4,800 per year and one- 
third of the profits earned by said company during 
the continuance of the contract, with a proviso that 
said emplovee should share any losses in said busi- 
ness during said period. Provision was also made 
for the termination of the agreement upon notice or 

i 

by mutual consent. It was also provided that in 
case of the employee’s death, the right to receive 
salary and to the division of the profits should be 
terminated. The agreement also contained the fol- 

14825—28-3 
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lowing clause, which clearly distinguishes that case 
from the instant case (p. 675) : 

Upon the termination of this contract, 
either by expiration, cancellation, or other¬ 
wise, the profits shall be figured to the date 
of such termination and any net losses to be 
shared by the parties of the second part and 
third part shall be deducted from the said 
sum of Five Thousand Dollars ($5,000.00) 
deposited by the party of the third part; and 
the party of the first part shall pay to the 
party of the third part said sum of Five 
Thousand Dollars ($5,000.00) so deposited, 
less anv deductions made, as herein above 
stated, for losses incurred, or, if there be no 
losses, then plus the proper share of profits. 

The point involved was whether the company was 
entitled to a deduction from gross income for the 
year 1919 of the employee’s share of the net profits 
earned during that year, which said company had 
entered on its books as an accrued expense. 

It is elementary that the determination of that 
company’s income would necessarily have to de¬ 
pend upon facts which existed at the close of the 
year involved. At that time the net profits made 
in 1919 had accrued to it in its own right, and it 
would have to make return of its entire profits as 
income, for it could not anticipate losses that might 
occur in a subsequent year. However, by virtue 
of its contract with its employee, one-third of said 
net profits belonged to that employee for services 
rendered during that year. The employee had per- 
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formed in the year 1919 everything he was b^und 
to do under the contract with the company to en¬ 
title him to a one-third share of said net profits,; and 
his right was not dependent, as in the instant ease, 
upon his staying with the company for the three- 
year period of his contract. 

Therefore, since its liability to its employee was 
absolute and definite at the close of the vear 1919, 
though payment was not yet due, under the doctjrine 
of the Anderson case, supra, the expense had| ac¬ 
crued in that year, and, in order to clearly reflect 
income, should have been allowed as a business de¬ 
duction for that year. 

The condition in said contract that the net profits 
earned in any one year should share the losses of 

the business during the continuation of the contract 

1 

would not affect the creation of liability which Jiad 
become fixed or accrued by subsequently diminish¬ 
ing or wiping out that liability. This condition 
would therefore seem to be a true condition sub¬ 
sequent. 

The case of Oliver II. Van Horn, Inc., v. Commis¬ 
sioner, supra, is also readily distinguishable. In 
that case the salaries of certain employees wjere 
fixed at certain amounts for the years 1917 
to 1920, which salaries were credited to said 
employees during the years involved though the 
. entire amounts w r ere not actually withdrawn. 

• i 

The entire amount of the salaries w r as not with¬ 
drawn because of an agreement which said em¬ 
ployees had with the company that only such 


i 
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amounts as were agreed upon by the Board of Di¬ 
rectors could be withdrawn. It was further agreed 
that the undrawn portion of the salaries should 
earn interest for these employees at eight per cent 
per annum. 

It is thus clear that the salaries credited to said 
employees belonged to them, and that the liability 
of the corporation to said employees was fixed and 

determined at the close of each year, which clearly 

%/ * +> 

distinguishes that case from the instant case. The 
fact that payment had not been made to them would 
not, as heretofore pointed out, prevent the accrual 
of such an expense. 

Neither is the case of American National Co. v. 
United States, 274 U. S. 99, relied upon by appel¬ 
lant herein, in conflict. In that case the American 
National Company, in order to induce investors to 
purchase direct from the Company loan notes which 
it had secured from its borrowers, agreed to pay 
them bonuses upon the loan notes as added consid¬ 
eration for the purchases. The agreement was evi¬ 
denced by a contract, styled a Guarantee which the 
Company gave the investor agreeing to pay him 
during the life of the loan according to the terms 
of the note, one per cent per annum of its amount, 
in addition to the five per cent per annum that the 
borrower was to pay. The question involved was 
whether or not these bonus notes were properly 
accrued as of the vear in which thev were given. 

It can not be questioned that said bonus notes 
vdien given became an actual and enforceable liabil- 
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ity of the maker and that liability was definitely 
fixed in the year in which said notes were gjiven, 
though payment was not then due and payable. 
This distinguishes that case from the instant case. 
Moreover, that case is in perfect accord with the 
Anderson case, supra, which defined an accrued ex- 

i 

pense. The fact that part of the bonus notes might 
not have to be paid in cases where borrowers paid 
their loan notes in advance of maturity would not 
change the character of the original liability. 

The American National Company case also pre¬ 
sents an entirely different situation than that in¬ 
volved here. In that case the company derived 
its income from the sale of notes. Where for¬ 
merly the company had paid fees and commissions 
in selling its notes, it was able, by giving bonus 
notes instead of fees and commissions, to make 
direct sales of its loan notes to investors. The 
company’s bonus notes, therefore, represented an 
expense of selling said loan notes as truly as : the 
paying of fees and commissions. The entire! ex¬ 
pense incurred in connection with the sale of any 
given note was therefore necessarily an accrued 
expense in making that sale in the year in which 
the sale was made. 

j 

Moreover, in that case the fact that the taxpayer 
had entered on its books and returned as income 
during the year the aggregate amount of connjais- 
sion notes given to it by borrowers when it madejthe 
loans, was stressed bv the Court. Those notes were 
not due in the year when given to the company, [but 



they were regarded and returned as accrued income. 
To disallow the bonus notes, which represented obli¬ 
gations of the company, though not due in the year 
made, would be inconsistent with the accrual of the 
borrowers’ notes as income. In other words, a dis¬ 
allowance of the company’s notes as business deduc¬ 
tions, after the taxpayer had treated as accrued in¬ 
come the notes which it had received from the bor¬ 
rower as its commission or compensation in negoti¬ 
ating the loans would not have resulted in a true 
reflection of net income. On this point the Court 
said (p. 105) : 

So, in the present case, we think that the 
amount of the bonus contracts was “an ex¬ 
pense incurred and properly attributable” 
to the Company’s process of earning income 
during the year 1917. These contracts were 
not analogous to obligations to pay interest 
on money borrowed, but were expenses in¬ 
curred in selling the loan notes in as real a 
sense as if under its original system of doing 
business the Company had paid these 
amounts to brokers as fees for selling the 
loans or given them notes for such fees. The 
Company’s net income for the year could not 
have been rightly determined without deduct¬ 
ing from the gross income represented by 
the commission notes the obligations which 
it incurred under the bonus contracts, and 
would not have been accurately shown by 
keeping its books or making its return on the 
basis of actual receipts and disbursements. 
The method which it adopted clearly reflected 



21 


i 

j 


the true income. And, just as the aggregate 
amount of the commission notes was prop¬ 
erly included in its gross income for the 
year—although not due and payable until 
the expiration of two years—so, unde}* the 
doctrine of the Anderson case, the total 
amount of the bonus contracts was deductible 
as an expense incurred within the year, al¬ 
though it did not “ accrue ” in that year, in 
the sense of becoming then due and payable. 

Applying the principles announced above to the 

instant case, it readily becomes evident that the 
Board’s decision is correct. j 

In this case the events which had to occur before 

i 

there could be a fixed liability on the part of the 
appellant were by the terms of the resolution or 
proposed contract made a condition precedent to 
any liability whatever on the part of the appellant. 

The resolution was in fact nothing more than an 
offer to pay additional compensation to its | em¬ 
ployees upon their performing certain acts for the 
corporation. In effect, appellant’s offer invited 
the formation of a unilateral contract which could 
only ripen into an obligation and become binding 
upon it upon performance by its employees of the 
acts called for in its offer. (Sec. 25, Vol. I, W^llis- 
ton on Contracts.) The resolution was passed to 

induce certain employees, who were contemplating 
leaving appellant, to remain with the business. 

(R. 12.) What appellant promised to pay these 
employees was a percentage of the profits earned 
during the year 1919 in consideration of their sj:ay- 
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ing with the business for a period of five years 
thereafter. In case of death, discharge, or resig¬ 
nation of any of the employees, the appellant 
would be under no obligation to pay him or them or 
his or their estate anything under its contract. 
Moreover, the actual amounts which said employees 
were to receive in case they did remain with the 
appellant for the five-year period were not to be 

determined bv the sums credited to them in the 

* 

year 1919, for said sums were to remain at the risk 
of the business for said five-year period and to 
suffer pro rata deductions during said period in 
the event losses were sustained by appellant. 
(R. 13.) 

Thus, appellant’s promise was to pay that part 
of the profits earned during the year 1919, not 
consumed by losses and risks of appellant’s busi¬ 
ness, which remained at the expiration of five 
years, provided its employees performed their part 
of the proposed contract by remaining in appel¬ 
lant’s employ. Otherwise, if for any reason said 
employees did not remain with appellant, they 
would not be entitled to receive anything and ap¬ 
pellant would not be bound to pay anything. 

This was the construction placed upon the resolu¬ 
tion by the Board. The Board in its opinion said 
(R. 16): 

The condition in the resolution to the ef¬ 
fect that no emjjloyee shall at any time be 
entitled to withdraw any sums credited to 
him under the terms of the resolution unless 
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he shall remain for five years in the employ 
of the petitioner, is clearly a condition prec- 

edent to the accrual of any liability. 

Appellant contends (Appellant’s Brief, ppj 23- 

i 

24) that this construction of the Board is incon¬ 
sistent with the provisions of the resolution (R. 13) 
which provides that withdrawal of the sums cred¬ 
ited to the employees could be made to the extent 
that drawings against said sums may be authorized 
by the president of the company. 

We do not believe there is any real merit in this 
contention. The provision allowing withdrawals by 
its employees of the sums to which they may be¬ 
come entitled only to the extent authorized by the 
president of the company does not per se vest title 
in those employees to the sums credited, nor make 
the appellant liable to pay those employees any of 
said sums. This condition of the resolution only £>er- 

I 

mits an advance or loan to the extent authorized 
by the president of appellant to these employees 
of the sums they may be entitled to later on pro¬ 
vided they perform the terms of the proposed con¬ 
tract. That this right to receive advances operated 
to create no present liability in the appellant is 
made apparent by the use of the words “may be¬ 
come entitled.” This is also made clear by the 
proviso that “all right, title, or interest of such 
officer or employee in or to any sums credited to 
said officer or employee under the terms of this 
resolution shall revert to this corporation.” 
Though no withdrawals were actually made by any 
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of the employees, it is nevertheless clear that if a 
part of the sum credited to them had been with¬ 
drawn, it would not be theirs, for it is expressly pro¬ 
vided that the entire sums credited to them, which 
would include any part thereof which might be 
withdrawn, were only to be theirs upon the ex¬ 
piration of the five-year period and after they had 
performed their part of the proposed contract. 

If this was not intended, wliv did not the resolu- 
tion state that the employees shall be entitled to 
demand and receive payment of the sums “belong¬ 
ing to them” or “to which thev are entitled” in- 
stead of saving “to which thev mav become en- 

titled” ? This clause of the resolution could only re- 

•/ 

lev to withdrawals after the vear 1919, and the 

* 

words used could onlv have been designed to make 

%/ w 

it clear that future conditions would determine 

whether these employees would be actually entitled 

to anv of the sums involved. 

* 

Appellant on its behalf urges (Appellant’s Brief, 
p. 25) the construction that under the terms of the 
resolution the only condition precedent to its lia¬ 
bility was the making of profits in the year 1919, 
and that when and as profits were made its liability 
to pay its employees their proportionate shares be¬ 
came fixed and properly accruable for that year. 

In support of this construction, appellant argues 
(Appellant's Brief, p. 26) that the use of the words 
“may become entitled” and “shall become en¬ 
titled” evidences a clear admission of liability. 
Particularly is this urged by the use of the term 
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“may become entitled” in the proviso “that any 
and all sums to which the above-named officers and 
employees may become entitled under the terms of 
this resolution shall remain in the business ati the 
risk of the business for a period of five years.” • 

It is also urged (Appellant’s Brief, p. 26) that 
the clause at the end of the resolution providing 
“that all right, title, or interest of such officet or 
employee in or to any sums credited to said officer 
or employee under the terms of this resolution shall 
revert to this corporation” further supports ap¬ 
pellant’s construction that its liability to its jem- 
ployees became fixed upon the earning of profit^. 

Finally it is urged that the use of the words 
“right, title, or interest” evidences an intent that 
its employees were to acquire a present vested 
right, title, or interest to their share of the profits 
when made and that the use of the word “revert” 
contemplates that the right, title, and interest to 
the compensation should vest in the employees at 

i 

the end of the year 1919, subject to be defeated; by 
the other conditions of the resolution, which it is 
contended are conditions subsequent. ! 

Thus by placing its own peculiar construction 
on certain isolated terms of the resolution does 
appellant seek to prove that the construction of 
the Board is erroneous. The weakness of its argu¬ 
ment is made apparent when consideration is given 
the resolution as a whole. 

The resolution was passed with the sole inten¬ 
tion of inducing certain employees, who were dis- 


i 
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satisfied with the compensation being paid to them 
and were contemplating going into business for 
themselves, to remain in appellant’s employ for 
five years. This was the real consideration which 
appellant bargained for and which primarily in¬ 
duced the passing of the resolution. (R. 12.) 

The words used in the resolution are consistent 
with that intent. It is made clear throughout the 
resolution that said employees were not to have 
any right, title, or interest in the amounts credited 
to them unless they remained in appellant’s em¬ 
ploy for five years. The last clause of the resolu¬ 
tion to the above effect was clearlv inserted in the 
resolution to foreclose any claims that might be 
made by the employees based solely upon the entry 
of credit to them on appellant’s books. 

Neither is the proviso ‘ 4 that any and all sums 
to which the above-named officers and employees 
may become entitled under the terms of this reso¬ 
lution shall remain in the business at the risk of the 
business for a period of five years” inconsistent 
with this intent. If it had been intended that ap¬ 
pellant’s liability was to become fixed upon the 
earning of profits in 1919, the words “ belonging 
to” or “are entitled” would have been used instead 
of “may become entitled.” 

Appellant’s final contention as to the construc¬ 
tion of the resolution is that the condition that the 
employees should stay with the company for five 
years is a condition subsequent to liability. It is 
urged that the right, title, and interest to the com- 
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pensation became vested as and when the profits 
were made and credited to the employees, subject to 
be defeated by the failure of the employees 1 6 re¬ 
main in appellant’s employ for the five-year period. 
(Appellant’s Brief, p. 28.) This was the yiew 
of Mr. Phillips as expressed in his dissenting 
opinion. (R. 21.) 

This contention is based upon a faulty premise 
and is clearly unsound. It is based upon the! as- 
sumption that the employees at the end of the year 
1919 had done everything required of them to earn 
the compensation in question. The correctness of 

i 

this assumption is the real question in dispute. The 
appellee herein and the Board in its decision took 
a contrary view, namely, that under the resolution 
said employees could only become entitled to the 
sums involved upon the performance of five years 
of service for appellant and that the remaining in 
appellant’s employ was a condition precedent to 

j 

liability and not merely a condition precedent to 
payment as appellant assumes. (Appellant’s Brief, 
p. 30.) 


The contention made by appellant to the effect 
that said sums were properly treated as business de¬ 
ductions for the year 1919 is also based upon the 
assumption that the employees had rendered the 
services in 1919 for which they were to receive the 
sums involved herein and that the condition that 
the employees should remain in appellant’s employ 
for the period of five years was a condition sub¬ 
sequent. (Appellant’s Brief, pp. 42, 44.) 
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So also is the contention that if the deduction 
involved herein can not be taken as an expense for 
1919, it can not be taken in any later year. (Ap¬ 
pellant’s Brief, p. 22.) 

Neither does the finding of the Board that the 
sums accrued on appellant’s books were reasonable 
compensation for the year 1919 (R. 14), establish 
the correctness of appellant’s treating said sums 
as an acprued expense as contended by appellant. 
(Appellant’s Brief, pp. 21, 32, 35, 41, 50.) 

This finding of the Board was clearly an irrele¬ 
vant finding, in view of the Board’s construction of 
the resolution. It can neither be construed as a 
finding that said employees had earned said sums 
during 1919 nor as a finding that appellant had in¬ 
curred a liability to pay said sums, or any part 
thereof, to said employees during the year 1919. 
The fact that reasonableness of compensation is ex¬ 
pressly made the test of deductibility (Art. 105, 
Reg. 45) undoubtedly impelled the Board to make 
this finding, which clearly has no bearing on the is¬ 
sues involved herein. 

The sole question in the case, as heretofore 
pointed out, is whether the condition in the resolu¬ 
tion that said employees should remain in appel¬ 
lant's employ for five years after the year 1919 is a 
condition precedent to appellant’s liability. If it is, 
then the accrual in 1919 of the sums involved was 
improper and appellant’s return which claimed as 
deductions such sums for which there was no liabil¬ 
ity, did not reflect its true income for that year. 
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Clearly, we believe this provision of the resolution 
was a true condition precedent to appellant’s liabil¬ 
ity, and without performance on the part of the em¬ 
ployees appellant would not be liable to pay them 
any of the profits earned in the year 1919. 

A condition precedent is defined by Willistop on 
Contracts, Vol. II, Section 666a, as follows: 

•A precedent condition in a contract is the 
typical kind. It must be performed or 
happen before liability arises on the promise 
which the condition qualifies. One may 'also 
speak of a condition precedent to the exist¬ 
ence of a contract. Acceptance is such a con¬ 
dition, but when the question under con¬ 
sideration is the construction of a contract 
or the duties arising under it, the term 
means a prerequisite to liability. 

i 

Further, it is obvious that this condition of I ap¬ 
pellant’s contract is not a condition subsequent 
within the usual meaning of that term, as con¬ 
tended by Mr. Phillips in his dissenting opinion. 
(R. 21.) In discussing conditions subsequent, 
Williston in his text on Contracts, Vol. II, Section 
667, says: 

The term condition subsequent in con¬ 
tracts as used in contrast to condition prece¬ 
dent must mean subsequent to liability; 
that is, a condition which divests a liability 
on a contract after it has once accrued. 
Such conditions are very rare. (Italics 
ours.) 




30 


It is clear, therefore, that appellant’s promise to 
pav its employees is qualified by the condition that 
the}' must remain with the business for five years, 
which requirement is a condition precedent to 
liability within the above definition of that term, 
and it is obvious that there could be no determined 
and fixed liability under the present resolution 
until this condition had been performed. 

It is further evident that it was highly contingent 
and speculative whether appellant would ever in¬ 
cur any liability under its contract. The contract 
itself recognized this possibility by making refer¬ 
ence to the sums to be paid its employees as ‘‘con¬ 
tingent compensation.” (R. 13.) Losses suffered 
during the year 1920 caused the reduction of $41,- 
761.68 of the amount involved herein. (R. 14.) 
Whether losses in subsequent years reduced the 
credit still further, or eliminated it entirely, is not 
shown by the record. Neither is it shown that ap¬ 
pellant had to pay any of its employees anything 
under its contract. 

It is further submitted that under the circum¬ 
stances it was not at all necessary for appellant to 
have credited on its books to its employees the items 
involved herein. On the contrary, it would seem 
to have been poor accounting practice to have done 
so in view of the many possible contingencies that 
could intervene before the expiration of the five- 
year period which might relieve appellant of any 
liability whatsoever under its contract. Irrespec¬ 
tive of the fact that these items were accrued on 
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appellant’s books they may, nevertheless, be prop¬ 
erly disallowed by the Commissioner for the rea¬ 
sons heretofore pointed out, if in fact, they did not 
represent expenses which had been “incurred” or 

had “accrued” during the taxable year involved. 

i 

CONCLUSION 


In view of the foregoing, it is submitted thait the 
items entered on appellants books to the credit 
of its employees in the year 1919 were not expenses 
which had been “incurred” or had “accrued”!dur¬ 
ing said year within the true meaning of said terms 
and the deduction of such items in appellant’s re¬ 
turn rendered on an accrual basis was properly 
disallowed by the Commissioner, and the decision 
of the Board of Tax Appeals herein should be 
affirmed. | 

Respectfully submitted. 

i 

Mabel Walker Willebrandt, j 
Assistant Attorney General . 

Sewall Key, ! 

Special Assistant to the Attorney General . 

Millar E. McGilchrist, j 

Special Assistant to the Attorney General 


C. M. Charest, 

General Counsel, 

Bureau of Internal Revenue, 

Clark T. Brown, 

Special Attorney, 

Bureau of Internal Revenue, 

Of Counsel j 

October, 1928. 


O 


I 

i 





